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PREFACE 


I his handbook stemmed from a very natural basis: my own effort to get 
irom experts the answers to a lot of normal questions asked by businessmen. 

Organizing, financing, risking capital, marketing, buying insurance—so 
much more—are the job of the highly skilled advisors to big and little busi¬ 
ness. The gargantuan difficulties most of us face each day are child’s play 
to them; they’ve been through dozens and dozens of comparable labor 


pains. 

Given the idea for the book, I naturally moved to a lot of my proficient 
friends who were recognized walking encyclopedias in their special fields. 
Out of that has come this practical guide for the average businessman faced 
with what he thinks is the extraordinary problem baffling him. 

This book can also serve the inexperienced in business labyrinths. Your 
editor s labor pains, at least, got for him a well-earned education in fields 
where he knew nothing. And that might readily be true of the initiate 
attempting to wander into such problems as setting up accounting systems, 
locating a business, avoiding business frauds, creating budgets—and all the 
other essentials that just had to go into this kind of manual. 


Subject matter here was a difficult problem. I got the acres to be 
covered by talking endlessly to large and small businessmen. I asked them 
for the road blocks that most unnerved them. I asked for the areas where 
they would want to spend an hour with an expert. Out of the maze of 
inquiry finally came the chapter presentation here. 

This kind of masterminding by distinguished authorities is a fine basis 
for intelligent business blueprinting and decisions—whether that be in cus¬ 
tomer-relations problems—in finding how to do business abroad—or in the 
dozens of other fields indicated by the index. 

I hope you find the checklisting by the most adept I could assemble here 
as valuable as it has all been to me. 


J. K. Lasser 
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HOW TO FIND THE RIGHT FORM 
FOR YOUR BUSINESS 

BY 

J. K. Lasser 
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HOW TO FIND THE RIGHT FORM 
FOR YOUR BUSINESS 


What problems do you consider when you are organizing or reorganizing 
a business? The division of the profits, the risk of those interested, the 
taxes you pay, the capital that can be raised, the method of control—the 
successful handling of these matters and a hundred other important problems 
may depend upon the intelligent choice of the business form. 

Introduction 




The most generally used business forms are the corporation, the partner¬ 
ship, and the sole proprietorship. Variations of these which are often 
employed to overcome difficulties in particular situations are limited partner- 
ships, joint-stock companies, joint ventures, syndicates, and trusts. 

How do you find the best form? 

Ease or type of organization may sometimes be important. Other points 
are vital in one case and a negligible factor in others. Generally, the proper 
selection of the form of organization will depend upon— 

Type of enterprise to be operated 

How and when it is proposed to divide profits 

What liabilities the owners are willing to assume 

Ability to raise capital under the various forms 

Governmental control to which each type of business is subject 

Tax liability each type of business assumes 

A most important factor in selecting a business form is that of taxation. 
Much shifting from one form to another takes place for tax reasons. It is 
also the tax gain or loss that has pushed business operation into serious 
consideration of many previously unused devices, particularly the cooperative, 
the tax-exempt corporation, the joint venture, the limited partnership, the 
syndicate. And the same reason today may cause businessmen to organize 
ten companies when ordinarily one would be set up. Or it may give us a 
combination of a partnership, a trust, a nonprofit company, and a corpora¬ 
tion all to operate what might have been conducted otherwise as a single 
enterprise. 6 

The tax study, then, is one of our most essential considerations before the 
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Sec ( HOW TO FIND THE RIGHT FORM FOR YOUR BUSINESS 

selection of the type of organization. From it. you can find permissible 
advantages in navigating a business. Tax ingenuity can sometimes overcome 
economic or managerial disadvantages; disregard of tax penalties may offset 

the best financing and the best type of management. 

Tax planning can also decrease the risks of business organization. And 
so much of a chapter on business organization must bear upon the tax 
advantages and tax mechanics of each form of business. Here, therefore, 
you will find the business reasons affecting the selection of a business form 
more briefly discussed than the tax mechanics. 


1. Business and tax considerations of a sole proprietorship 

Business considerations. The simplest form of business organization is the 
sole proprietorship. It is well adapted to small-scale activities, requiring com¬ 
paratively little capital and directed by one person. 

The growth of the sole proprietorship is fixed by the ability of the pro¬ 
prietor. Other things being equal, the greater his ability, the larger the 
enterprise. Conversely, the natural limitation of the ability and energy' of a 
single individual restricts size and growth. As the business grows, the powers 
of the proprietor are more and more taxed. Finally he reaches his limit. 
Then the business must stop growing or change its form. If it is to continue 
to grow, risk and directive authority may have to be altered. 

The use of the sole proprietorship is often determined by the nature of the 
business. It is a logical form where a personal relation between the merchant 
or owner and the consumer is important. This, of course, is true of most 
professions and personal service organizations. 

What are the limitations of the sole proprietorship? First, the influences 
of the proprietor’s personal, domestic, or economic life arc often reflected in 
his conduct of the business. Other business advantages and disadvantages 
are compared in the following chart: 


Individual Proprietorship—Business Considerations 


A dvantages 

Facility of formation. The sole proprietor¬ 
ship is the easiest form of ownership to 
get under way. 

Retention of profits. The individual pro¬ 
prietor does not share his profits, except 
in the form of bonuses or wage incen¬ 
tives to his employees. 

Freedom of action. An individual can do 
almost anything anywhere in the 
United States. He is not bound by re¬ 
strictive laws, corporate charters, or 
partnership agreement. (Of course, he 


Disadvantages 

Dependence upon the individual. Death 
or disability of the proprietor means 
drastic changes to the business. The 
heirs may be unprepared or unwilling 
to undertake management of the busi¬ 
ness. I he estate may be seriously jeop¬ 
ardized. 

Unlimited liability. The proprietor is per¬ 
sonally liable for all debts of the busi¬ 
ness, not merely for his investment. 
Risk is concentrated in a dangerous 
manner. 
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BUSINESS AND TAX CONSIDERATIONS OF A SOLE PROPRIETORSHIP 


Advantages 

must observe the retail licensing laws, 
etc., imposed upon all such businesses.) 

Singleness of control and maximum cen¬ 
tralized authority. The proprietor may 
act promptly and vigorously. There is 
none of the red tape encountered in 
more complicated organizations. 

Secrecy of operation. The owner need 
take no one else into his confidence. 
The only restriction is that, if he oper¬ 
ates under a general title such as the 
“Fame Cleaning Company,” he must 
file information with the state, showing 
who actually carries on the business. 

Economy of operation. The individual 
proprietorship may survive depression 
periods better than the more complex 
forms of organization. It possesses more 

rt d can more easily adjust it¬ 
self to changing conditions. 

Federal and state aid. Many Federal and 
state laws are designed to help the small 
businessman. For example: legalization 
of resale price maintenance, chain-store 
taxes, the Federal Trade Commission 
Act, the laws of unfair competition, and 
the antitrust laws. 

Personal contact. The form is ideally 
suited to retailing and to professional 
and personal services. It affords the 
greatest personal contact with cus¬ 
tomers and clients. 

Ease of termination. The sole proprietor¬ 
ship is terminable at any time without 
legal formalities. The owner continues 
the business only so long as it remains 
profitable. 

Incentive. Because the sole proprietor 
takes all the profit (or all the loss) he 
has the greatest incentive to careful and 
efficient management. 


Disadvantages 

Difficulty of raising capital. The individ¬ 
ual proprietor is generally limited to his 
personal funds or his personal credit. 
I he sole proprietorship is therefore un¬ 
suited for large enterprises, and is often 
unable to compete with larger concerns. 

Singleness of responsibility. One man 
must bear all the risk and all the bur¬ 
dens of management. Except in very 
simple enterprises, this puts a tremen¬ 
dous responsibility upon him. 

Personnel difficulties. Competent and val¬ 
uable employees with managerial ability 
usually are not content to work long for 
or even salary and bonus. Ca¬ 
pable ones are likely to demand a share 
in the business or start a competing 
business. 


Tax considerations. From a tax point of view, should you run your business 

as a partnership or a proprietorship? That sometimes involves a check of 

the comparative costs of both forms. Sometimes it also involves this: Can a 

family partnership give you the division of earnings? That may give much 
lower taxes to the family. 

A husband, and wife, or a father and son, or any other family members 
may form a real partnership. This is true even though the partnership is 
conceived as a means of tax reduction. The only objection is where it is a 
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sham—a mere paper reallocation of income among the family members. The 
courts are bent upon upsetting the most technically elegant fictional arrange¬ 
ments. But if the members of a family are the real owners of a partnership 
interest, if the business is not of a personal-service nature, and if all persons 
respect that interest as much as they would that of a nonfamily investor, 
there should be approval. 

Family partnerships stand up even where a member gets his interest by 
gift. But you must follow these rules: partnership profits allow reasonable 
compensation for services of the partner who made the gift; the new part¬ 
ner’s profits share is based on his donated capital. A minor child can be a 
partner where it is shown that he is competent to manage his own property, 
or that control of the property is exercised by a fiduciary for his sole benefit. 
In all family partnerships, it is assumed that all members will— 

Contribute substantial policy making and management, and fully control 
their own capital and earnings 

Do important work, in businesses where partners would normally be 
expected to be actively engaged in contacts with customers, employees, 
and suppliers. The work must be regular—not sporadic. It should be 
performed daily 

In some businesses, capital is the all-important earning factor; in others, 
it is skill and knowledge; in others, downright hard work, long hours, etc. 
In personal-service businesses, the family members should play an important 
part in producing the partnership earnings. They should have contacts with 
customers or suppliers, or run a part of the business. 

The government policy usually divides all family groups into two classes 
and treats them this way: 

Effective partnerships. The agreement is made at arm’s length. All mem¬ 
bers are given the same treatment strangers would get. Actions show an 
intent to carry on a business as a partnership. The partnership agree¬ 
ment is followed in the operation of the business and in the partners* 
dealings with each other. These partnerships will generally be approved. 

Sham transactions. The agreement or the manner of operating it denies 

the family member: participation in the management; any voice in the 

distribution of the assets, or profits; exercise of any control over the 

assets or profits of the business. In these the Treasury will deny division 
of profit. 

There are some intermediate cases. In them, a fair allocation of the profits 
between income due to services and to capital is sometimes made. Profits 
then follow the value of the capital and services contributed by each partner. 

* * * 
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BUSINESS AND TAX CONSIDERATIONS OF A SOLE PROPRIETORSHIP Sec. I 

A capital-gains tax may be paid on the sale of partnership interest. But 

ordinary income follows upon the sale of a proprietorship interest. There is 

a respectable authority holding that a partnership interest is a capital asset. 

Except for personal-service partnerships (law firms, some brokers) it is to 

be generally considered apart from the assets in the partnership. 

An individual proprietorship is not considered as a tax unit, separate and 

apart from its assets. Thus a sale of the entire business is treated as a sale of 

each of the assets involved. The selling price is required to be apportioned 
among the assets sold. 


* 


A sole proprietorship may be converted tax-free into a corporation. An 

individual has no tax to pay if two things are true: his assets are transferred 

to the corporation solely in exchange for its securities; immediately after the 

exchange he is in control of the corporation through ownership of at least 
«U per cent of the stock. 

$250 000^*/ OWnS . aSSCt " which cost him $100,000. They are now worth 
exchTn. f .T 53 " 1205 , tH l* Corporation and transfers his assets to it in 
f H f f' for aI1 lts s , tock - The exchange is tax-free; he realizes no gain- the 

h Z $2M e OOO e Th cor P ora tion is $ 100,000. But B owns assets which cost 
him $200,000. They arc now worth $300,000. He gives them to the Y Cor¬ 
poration, an existing company, in exchange for 70 per cent of its stock The 

3 fo per h ent T^ the T Ck Was iSSUed by the operation in a prior 

$100 000 r hT ' ♦ 7 he T SC 15 n0t tax ‘ free - B realizes a gain of 
$100, 00 °. He did not have the required 80 per cent control of the corpora- 

sssssif Th ' c “' b “" •* ,h ' *—»*• ■v 

If a proprietor, together with others, transfers assets to a corporation then 
the two (or more) may have no tax to pay if three points are found- their 
assets are transferred to the corporation solely in exchange for its securities- 
immediately after the exchange they are in control of the corporation through 
ownership of the stock; the amount of securities received by each is sub¬ 
stantially in proportion to the value of each interest in the assets before the 
exchange. That may be illustrated this way: 

«onnmZ e 'v D ° WnS aSSetS Wbicb COSt him $ 10 °.°00. They are now worth 

$300 oon n OW , n l, aSSets whlC l h c ° s ‘ him $100,000, but are now worth 
$300,000. Z> and E organize the £ Corporation. D transfers his assets in 

exchjmge for $200,000 of stock. E transfers his assets for $300,000 of its stock 

The exchange is tax-free; neither D nor E realizes any gain; the cost basis 

of all the assets to the corporation is $200,000. 
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2. Advantages and disadvantages of a partnership 

Business considerations. When a business is too costly (taxwise) or too 
large to be managed by a single individual, a partnership might be formed. 
Perhaps the greatest value of this form of organization is that it retains 
“personality.” The individual proprietor is not submerged, as he would he 
in a corporation. He becomes one of an association of individuals. 

The limitations of the individual proprietorship also apply to the partner¬ 
ship. if the business becomes too complex. If large amounts of capital are 
required, the partnership has little value as a form of organization. It serves 
its purpose as long as the partners can profitably pool their resources and 
abilities to share profits. When the enterprise grows beyond that point, the 
partnership is likely to become impractical. 

The business advantages and disadvantages of the partnership form are 
shown in the following chart: 


Partnerships—Business Considerations 


A dvantages 

Facility of formation. Partnerships arc 
easy and inexpensive to organize. There 
is somewhat more formality required 
than in the formation of an individual 
proprietorship. 

Division of profits. Profits may be divided 
in accordance with both the capital and 
services contributed. Moreover, each 
class of contribution may be rewarded 
separately, i.e., a certain return for cap¬ 
ital investment and a different return 
for services or abilities contributed. 

Freedom of action. There arc usually no 
limitations on what a partnership may 
do, other than those self-imposed by the 
partnership agreement. (Note, again, 
that local retail licensing requirements, 
etc., naturally' must be observed.) 

Division of responsibility. The partner¬ 
ship permits specialization in manage¬ 
ment. Each partner can handle that as¬ 
pect of the business for which he is best 
suited by experience and knowledge. 

Flexibility of operation. Since the part¬ 
nership is a contractual relationship, its 
objectives, capital, and membership may 
easily be changed to meet changing 
needs. 

Increased sources of capital. The resources 
of several individuals are naturally 
greater than those of one individual. 


Disadvantages 

Unlimited liability. Partners arc usually 
jointly and severally liable for all debts 
of the firm. Generally speaking, the 
more numerous the partners, the greater 
the risk of the partner. The larger the 
scale of the partnership operation, the 
greater his liability. 

Impermanency of existence. Partnerships 
may usually be terminated voluntarily’, 
by agreement of the parties; or they are 
terminated involuntarily, by the acts of 
the partners, by certain events (such as 
death, insanity, or insolvency of a part¬ 
ner), or by court actions. 

Division of control. Sometimes the major¬ 
ity controls in questions of partnership 
policy and management. Where that is 
not true, it may be difficult to achieve 
harmony among partners on all ques¬ 
tions. This difficulty is more pro¬ 
nounced in larger partnerships. Serious 
disagreement among partners can harm 
the well-being of the enterprise. 

Lack of entity. Because the partnership 
has no entity, each partner generally 
has authority to act as agent for the 
partnership. Each might render it liable 
for damages by his acts. A partner usu¬ 
ally can make contracts which, within 
the scope of the partnership business, 
are binding on the partnership and the 
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Advantages 

As larger capital becomes necessary, 
partners may be added. Even if this 
procedure is not practical, the combined 
credit resources of existing partners af¬ 
ford greater possibility of expansion. 
The borrowing capacity of the partner¬ 
ship is greater than that of the individ¬ 
ual. It may even be said to be greater 
in proportion to capital than that of 
corporations, because of the liability for 
debts which the partners must assume. 

Retention of individual control. Even 
though risk and responsibility are di¬ 
vided among partners, the individual 
partner retains some control. If he is 
dissatisfied he can withdraw and thus 
dissolve the firm; or he can force his 
partners to buy him out. This is nat- 
uially an advantage to be considered by 
each partner. 

Incentive. There is greater inducement to 
effort and efficiency than where man¬ 
agement and ownership are separate. 
Personal relationships. The personal rela¬ 
tionship of the proprietor to the cus¬ 
tomer or client is not lost in the part¬ 
nership form. This is especially impor¬ 
tant in professional and personal-service 
organizations. 

Personnel advantages. The partnership 
can offer more incentive to the key em¬ 
ployees than can the individual propri¬ 
etor. Reward for efficiency or excel¬ 
lence of service may be admission to the 
partnership, either as a general partner, 
or as a special partner, according to the 
partnership agreement. 


Disadvantages 

other partners. Generally a partnership 
cannot sue, or be sued by, one of its 
partners. 

C.apital limitations. Partnerships generally 
have greater resources than the sole 
proprietorship. When an enterprise 
needs large amounts of capital, how¬ 
ever, the partnership form is usually 
impracticable. A partnership with too 
many partners becomes clumsy. 

Ease of disruption. A serious problem in a 
partnership is the ease with which the 
whole organization may be disrupted or 
disorganized. Personality or policy 
clashes among partners, the death of a 
partner, dishonesty, or unfair practice 
may cause difficulties which can be 
solved only by dissolution of the part- 
neiship. Of course, this does not need to 
mean discontinuance of the venture, but 
it may have that result. It increases the 
risk of doing business as a partner. 

Limited marketability of interest. A part¬ 
nership interest is usually not readily 
marketable. Generally, the partner 
must sell to a copartner, or to an out- 
sider, only with the consent of the 

partners. 

Difficulty of centralizing authority. It is 
difficult to centralize or circumscribe 
authority in the partnership. So far as 
third persons are concerned, one part¬ 
ner has as much authority as another 
on each question. 


Tax considerations. The tax advantages of the partnership are many. With 
small earnings the net tax cost is usually less than for a corporation More 
important is this: The corporation distributes its profits in the form of divi¬ 
dends after it pays a corporate tax. Dividends are also taxed to the stock¬ 
holders; so there is a double tax on the same earnings. Partnership earning 
are not taxed twice. There is only one tax on each partner’s share of the 
profits. Here are many other advantages of partnerships: 


Corporations are sometimes penalized by a special tax if they accumulate 

earnings and it can be asserted that this is done to avoid taxes ul l 

stockholders The partnership can accumulate its earnings at will 

Retention of funds for development is thus not limited by fax consid 
erations. y ^onsia- 
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Partners can decide how to divide profits among themselves without regard 
to investment. Partnership distributions are entirely a matter ol con¬ 
tractual relations. As long as there is no effort among the partners to 
purchase the interest of another partner, they may even determine 
partners’ individual earnings on the last day of the year, rather than at 
its start. That often occurs in professional partnerships. Earnings are 
often allocated on the basis of the respective contributions of individual 
partners to the business for the year. I his is not assigning income earned 
by one partner to another. Obviously this process affords much oppoi- 
tunity for control of a partner’s individual income. You might, for 
example, provide, by year-end arrangements, that nearly all losses arc 
to be borne by one partner. He may well be the person willing to bear 
them in a given year. 

A partnership business loss can be deducted from the individual partner’s 
personal income. The corporation’s loss is not a deduction to the stock¬ 
holder. The partner’s loss can produce a carry-over and return of prior 
year’s taxes or reduce taxes for future years. 

Dissolution of a corporation results in a tax. That docs not happen with 
a partnership. But if death of a partner or stockholder comes before 
dissolution of either a partnership or corporation, the result is the same. 
The estate must include a value of the business property at death. 

Partnerships can gain a good deal by picking their first tax year with care. 
For example, a new partnership might lose money for 3 months and 
thereafter earn profits. Its first fiscal year can end after the first 3 
months. If the partners use the calendar-year basis and expect substan¬ 
tial income from other sources during the year, this process permits 
offset of partnership losses against individual income. It may also defer 
the partnership income into the next year, when tax rates may be lower. 

Receipts may be exempt to the corporation (for example, proceeds on 
sale of property below cost, proceeds of life insurance, canceled debts, 
etc.). But they are fully taxed when the proceeds are distributed to 
the stockholder. That is not so with a partner. He takes these proceeds 
without tax. 

Earnings already taxed but not withdrawn increase the cost basis of the 
partner in his company. That is not true of the stockholder. His cost 
is his investment—even if the corporation has paid all sorts of taxes on 
its earnings. 

If the owner is also employed by the corporation he may have to draw a 
salary in loss years—in order to justify the salary as a reasonable corpo¬ 
rate deduction in other years. Thus, he may have taxed income although 
the business does not show a profit. 

Long-term gains are taxed at only 25 per cent to the partner, and to the 
corporation. But they lose their identity when paid out as dividends by 
the corporation. Then they are taxed as ordinary income. That is not 
true of partnership capital gains. 
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Capital-gain treatment varies. A partner whose total net income is taxed 
at income rates oi less than 50 per cent will pay a tax of less than 25 
per cent on his partnership long-term capital gains. This is not so with 
corporations. They, at all times, pay a maximum tax of 25 per cent on 
long-term capital gains. Of course, a partner whose total net income is 
taxed at income-tax rates of more than 50 per cent will pay a maximum 
tax of 25 per cent on his partnership long-term capital gains. 

There is likely to be difficulty in tradings of anv kind between a stock¬ 
holder and his corporation. We do not have the same problem in trans¬ 
actions between a partner and his partnership. 

P T 1 r ‘nn S n Can deduct the carr y-°ver of partnership capital losses up to 
$1,000 a year. This is not permitted to corporations. 

Partners can deduct their share of partnership contributions up to 20 per 
cent of their adjusted gross income. Corporations are limited to a 5 per 
cent deduction. Stockholders get no advantage out of excess contribu¬ 
tions. Partners can also take their share of tax-free interest as exempt 
income instead of as taxed corporate distributions. 

* * * 


Sometimes partnerships are termed associations , and taxed as corporations 

unless it is shown that the partners “contribute” to the organization in the 

form of capital or services. These contributions must be real, though some 

partners may be inactive. Taxation as a corporation sometimes applies 

when: profits and losses are not shared on a definite basis; there is not a 

joint and several liability for debts. Limiting the liability of a partner 

approaches the corporate form. To avoid being taxed as a corporation it 
must also be true— 5 


That the partners’ participating interests cannot be sold or inherited 

Death must generally end the partnership. Where partnership interests 

can be disposed of, as can shares of stock of a corporation, the organi- 
zation may be taxed as a corporation. 

That the partners are directly responsible for the conduct of the business 
each partner being an agent for the others. The managing partners 
may be agents, not representatives, of the others (as the directors of a 
corporation are representatives of the stockholders). 

That the partners act really as coproprietors. If there is strong centraliza¬ 
tion, characteristic of the corporate form, the government will tend to 
find that a corporation rather than a partnership exists. 

* * * 

Common trust funds , maintained by some banks, are usually treated as 
partnerships. So is a syndicate, pool, or joint venture if: two or more persons 
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organize for a limited period; they acquire property for a specific purpose or 
enter into a specific venture (or own individually an undivided inteiest in the 
property or enterprise) ; they issue no stock or certificate of ownership; they 
do not provide for transferability of interest. These arc approved even if the 
agreement confers limited powers upon a manager or trustee. 

A continuing business enterprise which gives up a percentage of its profits 
to persons who furnish it with funds might also be a joint venture. Each 
venturer would report his share of income. 1 he business would regard the 
share as a distribution of its income. 

* * * 

If partners in a business want to incorporate, they have no tax to pay if 
the partnership transfers assets to the corporation solely in exchange for the 
securities of that company. But immediately thereafter the partners or 
partnership must own 80 per cent of the voting stock and 80 per cent of all 
other classes of stock of the corporation. If securities go to partners rather 
than the partnership, they must be substantially in proportion to interests in 
the partnership before the exchange. 

Example. A and B, equal partners, transfer partnership property worth 
$50,000 to X Corporation. A receives stock worth $25,000. B receives stock 
worth $15,000 and $10,000 cash. Though each received equal values, the 
stock received by each was not in proportion to his interest. Gain or loss 
would be recognized upon the incorporation. Or assume A and B each trans¬ 
fers property worth $50,000 to X Co. As A has had more business experience, 
A is given 600 shares of stock and B 400 shares. The stocks received were 
not proportionate. Tax would arise. A 's business experience cannot be 
employed as a substitute for the value of the property transferred. 

You may complete the exchange in cither of two ways. In one, you may 
dissolve the partnership. The assets arc then distributed in kind to the 
partners, who transfer them to the corporation for its stock. The better way 
is to have the partnership transfer the assets to the corporation for its stock. 
The partnership can be dissolved in a few years and the stock distributed to 
the partners. 

This step is used because there may be considerable change in the tax basis 
oj assets in the liquidation of a partnership followed by the formation of a 
corporation. Difficulty arises where some assets arc worth more or less than 
book figures. Or some assets (like goodwill) may not be recorded on the 
books. Upon the liquidation of a partnership, and the distribution of prop¬ 
erty in kind to a partner, a reallocation of the cost of each asset must be 
made. Here is how that is done: Each asset is given its proportion of the 
partner’s cost of his interest based on the value of the property transferred. 
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Example. A and B, two partners, originally invested $100,000. An addi¬ 
tional $100,000 derived from earnings has increased the basis of the partners’ 
interests to $200,000. The $200,000 is composed of inventory of $100,000 
accounts receivable of $50,000, and fixed assets of $50,000. The present fair 
market value of the inventory is $100,000. But the fixed assets are now worth 
$150,000, and the accounts receivable $50,000. Under the rule, the cost 
basis of the inventory would be reduced to one-third of $200,000 or $66,667. 

That of the accounts receivable would be reduced to one-sixth of $200 000 
or $33,333. 5 

If goodwill exists, there would be a further dilution of the basis of the 
other assets. Of course, the increased basis of the fixed assets would be 
recoverable through higher depreciation charges. But these might not be 

sufficient to offset the loss of the cost basis in the inventory and accounts 
receivable in an example like the preceding. 

The trouble with the reallocation can probably be avoided by having the 

partnership transfer the assets to the corporation in exchange for the stock 

and securities. The basis of each asset to the corporation would then be the 
same as it was in the partnership. 

But if the partnership distributed the stock and securities to the partners 
immediately after the exchange, the government might contend that they 
had transferred the assets. A reallocation of basis might then be required. 
The stock and securities probably should be retained by the partnership for 
a year or two before distribution. 

* * * 

One reason to keep the partnership alive is to pay off contingent or con¬ 
tested liabilities. All assets, except those sufficient to pay the claims, may be 
transferred to the new corporation, and all other liabilities may be assumed 
by it. If the new corporation were to pay these contingent or contested lia¬ 
bilities, they would have to be capitalized. Then neither the old partnership 
nor the new corporation would have the benefit of a tax deduction. If the 

partnership is kept alive to pay them, the partners will get the benefit of the 
deductions. 


* * * 

When changing a partnership into a corporation, experts seek to avoid tax 
upon as much as 23 months’ income upon the individual partners. 

Example. A and B Company, a partnership, has a fiscal year ending Jan. 
31, 1950. It exchanges its assets for stock in a corporation on Dec. 31 ^1950 
A and B, filing on the calendar-year basis, must individually report their 
distributive shares from the partnership for the 12-month period ending 
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Jan. 31, 1950, and for the 11-month period ending Dec. 31, 1950. If the 
dissolution had occurred in 1951, A and B would have been required to 
report only 12 months’ income in 1950. 

If you organize a corporation out of your partnership, remember the 
penalty tax for failure of a corporation to distribute sufficient dividends. 
Experts suggest reducing the transfer of cash or investments to the corpora¬ 
tion. They give it only enough for bare operating necessities. I hus they may 
avoid the penalty tax. If the corporation does not have large sums of money 
or investments, you cannot be held liable for the tax. 

* * * 

Sometimes partners agree to pay a tax on incorporation for this reason: 
they want the corporation to get a higher basis than partnership cost for the 
assets of their partnership. 

How is this done? There are four ways to get a stepped-up basis: 

1. The securities are distributed to the partners in proportions which arc 
not similar to their partnership interests 

2. Some of the securities are sold for cash to outsiders. Then in exchange 
for the partnership assets, some of this cash is paid to one partner. The 
securities are paid to the other partners 

3. The partners pay cash for the corporation’s securities. The corporation 
then buys the partnership assets for cash at market value 

4. The partners receive other property or cash in addition to securities. 
Otherwise the exchange complies fully with the rules for making the 
exchange tax-free 

If one of these steps is taken, the partners automatically can pay a tax of 
not over 25 per cent on their long-term profit. This is based on the differ¬ 
ence between the cost of their interests and the fair market value of the secu¬ 
rities and cash received. 

3. The corporation as a business form 

Business considerations. The inherent weaknesses of the individual pro¬ 
prietorship and partnership are: unlimited liability and concentration of 
risk and responsibility in one person or a small group of persons; inability of 
individuals, as such, to secure large amounts of capital—thus, impcrmancncy 
of existence. 

Sometimes these lead to consideration of an alternative form of business. 

One such foim is the corporation. One of its important advantages is the 
limited liability of the stockholder. 

Liability is usually cut to the amount of stock subscribed or purchased, 
unless it was originally issued by the corporation at a discount. Often this 
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advantage accrues only to stockholders of large corporations who are inter¬ 
ested in investment. In a “close” corporation owners are, on occasion, made 

• . And too, courts sometimes 

ignore the corporate form. They may hold the stockholders liable as partners. 

The existence of the sole proprietorship and the partnership are constantly 
in jeopardy. The corporation, on the other hand, is usually dissolved only 
by agreement of stockholders, or some type of legal action. 

These and many other advantages have tended to make the corporation 

the most important form of associating individuals for private gain. But as 

compared to a partnership, it has many disadvantages. These are shown in 
the following chart: 


Corporations—Business Considerations 


Advantages 

Limited liability. Liability is usually lim¬ 
ited to the amount of stock issued. 

Continuity of existence. Change of own¬ 
ership through transfer of stock has no 

effect on the existence of the corporate 
form. 

Continuity of management. Change of 
ownership through transfer of stock 
need not affect management. 

Skill and flexibility of management. The 
management of the corporation is 
placed in the hands of a board of direc¬ 
tors. The wisest and most skillful direc¬ 
tors may be chosen. Their investment 
in the corporation need not be large. 

Acquisition of new capital. A successful 
corporation may seek as much capital 
as it needs. Investors have greater con¬ 
fidence in the securities of a corporation 
than in those of other forms of doing 
business. 

Personnel advantages. The corporation 
can offer more opportunity to the effi¬ 
cient and ambitious employee, and thus 
secure top-flight personnel. Opportu¬ 
nity to secure stock in the corporation 
is an incentive to effort. 

Limitation of power to bind. Any one 
partner can bind all his partners, per¬ 
haps disastrously. Power to bind the 
corporation is limited to designated di¬ 
rectors, officers, and agents. 

Control of minorities. While minorities 
have adequate representation, dissident 
minorities are usually not as difficult to 
manage as they are in partnerships. 


Disadvantages 

Difficulty of formation. Forming a corpo¬ 
ration sometimes involves considerable 
formality and expense. The expense is 
not deductible for income-tax purposes. 

Control and regulation. The corporation 
is everywhere subjected to governmen¬ 
tal control and regulation. It may have 
to file endless reports and tax returns 
Attorneys must be consulted frequently. 

Interstate limitations. If a corporation 
wants to do business in states other 
than the one in which it is organized, 
it must usually qualify in the other 
states and pay their fees and taxes 

Charter limitations. The scope of activity 
of the corporation is limited by the pur- 
poses set out in the corporate charter, 
this difficulty may be eliminated bv 
making the original charter broad or by 
amending it. The corporation’s out¬ 
standing stock may not be more than 
the amount authorized by its charter. 

Inflexibility of operation. Certain formal¬ 
ities may have to be observed before 
many actions. Some types of transac¬ 
tions must be authorized by the direc¬ 
tors or stockholders. It may be difficult 

to get quick action on many important 
transactions. 

Possible liability of stockholders. The cor¬ 
porate fiction has sometimes been dis- 
regarded. StockliQlders have been held 
individually liable where the corpora¬ 
tion is used for fraud, evasion of the 
law, monopoly, or personal gain of a 
dominant stockholder. 
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aj Disadvantages 

Advantages 

Division of profits. In a partnership profits 
can be divided arbitrarily, as desired, in 
ratio to capital or services contributed. 

If the corporation divides profits, it 
must do so in proportion to stockhold¬ 
ings. Profits can be distributed only 
after a declaration of dividends by the 
directors. Limitations are often placed 
upon the amount of distributions. These 
vary with states. Generally, the laws try 
to prohibit impairment of capital by the 
payment of dividends. 

Minority stockholders. Minority stock¬ 
holders sometimes have no means of 
protection against some acts of majority 
stockholders. 

Separate ownership and management. The 
divorcing of management from owner¬ 
ship may lead to abuse. Constant change 
of management is dangerous when con¬ 
tinuity of effort is needed. 

Expansion of capital. Sale of stock on the 
open market involves highly technical 
procedures regulated by many laws. It 
may be an expensive and complicated 
operation. 

Dissolution. Dissolution of the corpora¬ 
tion can be an involved process. 

Tax considerations. There are really four taxes on corporations. One is 
like our personal income tax, with graduations (lower taxes) for the small 
corporations. 

Another, used in war years or in periods of high defense appropriation, is 
called an excess profits tax. It attempts to levy on the income in excess of 
normal profits. 

Income for all these taxes is what the law specifically defines it to be. 
Moreover, this law-defined income differs for the various taxes. In all busi¬ 
nesses the income is computed by deducting the losses sustained in both 
preceding and subsequent years. The law asks for a tax only if there is busi¬ 
ness income in any scries of years. In 1953, for example, the law provides 
that you may reduce your 1953 income by 1952 losses. And if those arc still 
greater than 1953 profits—you may carry them over to reduce profits of 
1954-1957. 

The process is called “carry-over of net operating losses.” Fundamentally, 
you pay a tax only if the average over the 7 years is a profit. 

The third possible corporate tax is called the surtax on personal holding 
companies. It is covered later. The fourth is called a surtax on unreasonable 


Transfer of interests. Interest in the enter¬ 
prise, evidenced by shares of stock, is 
readily transferable. Corporate shares 
provide a means of investment that can 
be transferred to heirs with comparative 
ease. A partner’s heirs cannot succeed 
to his status as a partner without the 
consent of the other partners. 


u . 
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accumulations. Its purpose is to impose a penalty when corporations attempt 

, ™ f X6S Z stockholders by accumulating profits instead of dis¬ 
tributing hern lour corporation is liable for this tax only if the corporation 

i^r e of avoiding income taxes upon * «* 

The rate of this tax is made high in the attempt to compel corporations to 

pay out profits to stockholders. It is computed on the same income as is used 

the income tax and after deducting the normal tax, the surtax dividends 
paid, and other adjustments. ’ UIViacnd s 

The fact that earnings are accumulated beyond the reasonable needs of 
he business assumes a purpose to avoid individual surtax-unless you can 
prove to the contrary. Companies carry the burden of proving the purpose 
of the accumulation. We have a law in which we must prove that our 
companies are not evaders. If we cannot do it, the tax is assessed. 

'Denalt SOVernmen ! ^ apparentl y advised its agents that they are to consider 
penalties upon at least the following classes of corporations: 

da “• d “ b “ K ■* >»>* ™ p-.»• ** »„ ing , „ 

ssr-“- - —t— 

S of h t e heir b> e 3 ^ SmaI > *™ p 

the agents can assert that distributions of Zfde^dswere'inade^ 
view of the financial position of the corporation adequate in 

If you use your funds for the reasonable and current neerf. , . 

ness you need not worry about the penaltv Rut your busi- 

is no, . specific pi.n, “fiicfi, "° M V' 

ment, demands the accumulation of earnings. S US ‘ neSS JUdg ' 

We may also have trouble if accumulations are too large for the fair needs 

itsssr - ir *sr s:t 

imposed upon them had the surplus been distributed W bCe " 

Certainly this is true: If your corporation intends to retain its 

r i,yi " g ,h! »ss tz:z 

..... - inventory p,"f 

of moving ft beer ,o„„„ nearer y 0Ur m , rk „^ „ 

n 


4 


Sec j HOW TO FIND THE RIGHT FORM FOR YOUR BUSINESS 

records must be in shape to show your purpose. You have to be prepared 
to prove that you did have a definite plan. 


* 


* 


The fourth type of corporate tax concerns only what the law calls per¬ 
sonal holding companies.” They are also popularly referred to as incorpo¬ 
rated pocketbooks.” They may cause a penalty surtax of 75 to 85 per cent o 
income. A corporation may suffer this extra penalty no matter how lion- 

orable or innocent the intentions of its organizers. 

What stamps your company with this penalty? Only this: 50 per cent or 

more of the corporation’s stock is owned by five or fewer people; 80 per cent 
of its gross income is from interest, royalties, security or commodity trans¬ 
action gains, estates and trusts, annuities, dividends, or personal service 

contracts, or from rents under certain conditions. 

You pay the prohibitive surtax if a corporation meets the tests above. 
Then its net income is determined under very special rules quite different 
from those used to find the income tax. The penalty is on the net income, 

less the dividends paid and certain other credits. 

This penalty is intended: to discourage individuals from incorporating 
their income-producing properties to avoid their personal surtax; to pressure 
these companies into distribution of their net income, into dissolution, or 
into abandonment of their condemned characteristics. 

Experience indicates it is usually not advisable to incorporate the follow¬ 
ing types of businesses: 

An investor, speculator, or trader (not a dealer) in securities 
An engineering or similar partnership, if one of its members is designated 

to perform a contract 

A company that collects for use of its building, equipment, patent, etc., 
from one of its stockholders whose ownership is 25 per cent or more 


Personal holding companies have some advantages; these often urge 
experts to use this form. 

One advantage is that the excess of net long-term capital gain over net 
short-term capital loss is taxed at only 25 per cent. This takes the place of 
all other taxes on the corporation upon this income. Other companies would 
still be liable for the dividend penalty tax on this gain. In addition, these 
companies— 


Are exempt from the penalty surtax for failure to pay dividends 
Get the benefit of a carry-over for dividends exceeding income. This right 
is not given to other companies when computing the dividend penalty 
tax 
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Figure a deduction for charitable contributions up to 15 per cent to com¬ 
pute the personal holding company’s penalty tax. Other companies are 
allowed an unlimited contribution only when computing the dividend 
penalty tax 

* * * 

Some business corporations are partially or fully exempt from taxes. One 
type is the foreign corporation not engaged in trade or business in the 
United States. Its entire tax is a flat 30 per cent on fixed or periodic income 
from United States sources. If residents of the United States own 50 per 
cent in value of foreign corporations—and if 50 per cent or more of corpo¬ 
rate income is dividends, interest, royalties, annuities, or rents—they may be 
taxed on their annual share of the undistributed income of the company. 

Another company getting preferred treatment is one doing business in 
United States possessions. Another is the so-called Western Hemisphere 
Trade Corporation—one whose business is done in North, Central, or South 
America, in the West Indies, or in Newfoundland. They receive a 30 per 
cent credit of their normal tax net income if: (1) 95 per cent or more .of 
the gross income for the 3-ycar period immediately preceding the close of 
the tax year (or for the part of such period during which the corporation 
was in existence) was derived from sources outside the United States; 
(2) 90 per cent or more of the gross income for this period was derived from 
the active conduct of a business. It is sometimes advisable for a company 
selling in both the United States and other countries in the Western Hemi¬ 
sphere to form a separate corporation to handle only the Western Hem¬ 
isphere activities. That gets them the 31 per cent credit. 

* * * 

What are the tax advantages of a corporation—as contrasted with those 
of a partnership? Whether the net tax paid is lower depends on the dividend 
policy and the salary payments to stockholders. The tax benefits of the cor¬ 
poration may be listed this way: 

It is easier to split into two or more units for greater tax benefits 

Stockholders who are employees may be included in profit-sharing or 
pension plans of a corporation. They cannot be included in partnership 
plans 

Certain corporations (but not partnerships) engaged in foreign trade or 
in other ventures have special exemptions or tax benefits. Some of that 
is explained later in this chapter 

Intercorporate dividend receipts are now subject to a tax on a fraction of 
receipts. They are not subject to the full normal tax and surtax paid by 
partners 
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Officers and stockholders employed by the corporation, receive the bera¬ 
te of social security (unemployment insurance ts also avadable to 

them) Partners are now covered by social security only 
Members of a family may be stockholders without many of the burdens 

and restrictions of family partnerships • _. onf j: ncr 

Dividend payments to stockholders can be avoided by companies Reding 
the money for business developments or business emergencies. Corpo¬ 
rations can thus be used to pile up earnings, net of a low tax, into hug 
enterprises. Partnerships cannot do that under present tax rates 
Reopening of the individual partners’ tax years is possible in the govern¬ 
ment examination of partnerships. That is a serious disadvantage in a 

partnership, not usually true of corporate operations 
Corporation stockholders can often control the dividend process They 
can dictate the year they will get income. They might often select the 
year most favorable to them. Control of the dividends by corporate 
holders permits averaging of stockholders’ income over a long period. 
Partners do not have this opportunity. They pay a tax for the year 

income is accrued 

* A stockholder can have a capital gain when his corporation is liquidated. 
He may be able to cause it to liquidate in a year when he has losses to 
offset the gain from liquidation. Liquidation of a partnership usually 

gives no loss 

If the stockholder dies, his estate can dispose of his stock with no income 
tax. The value of the stock at his death is its basis to his heirs. Part¬ 
ners’ estates may have a tax to pay on accrued income to the date of 

death ... 

Corporations can get an immediate refund if a net operating loss is sus¬ 
tained. Corporations can reduce the tax due for their prior year if they 
have losses in the current year. Partners must wait a year to get the 
same treatment, since they pay as they go 


* * * 

Which is better as between the corporation and partnership? No rule of 
thumb can be given. The answer depends on many points. Here are some 
points to consider in seeking the answer: 

Compute the estimated future yearly incomes of the business and the indi¬ 
vidual. Then figure what salary (to stockholders) and dividends a cor¬ 
poration will pay. Then compute the tax for both the corporation and 
the stockholder, who may also be an officer or employee drawing a 
salary. Now figure the tax if the partnership were used. In both cases 
cover a scries of years. Then make comparisons 

Remember that future incomes are being estimated. Also that the double 
tax (on corporate income, and then again to the stockholder when he is 
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paid dividends out of the corporate earnings) may some day be 
modified 

But note also that a stockholder may often help to control the dividend 
policy of his corporation. He can also minimize double taxation by 
liquidating or selling the corporation. Then he would pay only a 25 
per cent tax on his accumulations of profits 

Remember that if the corporation has a substantial loss and then dissolves, 

the stockholder may get the benefit of a double “deduction.” The loss 

carry-back may give the corporation a tax refund. The stockholders 

may get a capital loss on dissolution. If they have capital gains, that 
can be useful 

A business may be growing for a number of years before it attains a nor¬ 
mal level of operation, or it may have recurring periods when it needs 
money for expansion. In these cases the corporation may properly 
avoid paying dividends. That means, too, that the stockholder avoids 
double taxation. More important, this can help build up an estate at 
low tax cost. If he used the partnership form, he would have paid a tax 
on earnings throughout the entire period 

It is not advantageous to use the corporate form where income is largely 
to be from capital gains or any kind of tax-exempt income. Here is the 
reason: When this income is distributed as salaries or dividends, it is 
fully taxed regardless of the origin of the income. But the character of 
income does not change with a partnership 

The corporate form probably should not be used where losses are expected 
and the stockholder has personal income, or perhaps it should not be 
used until profits are certain. In noncorporate forms business losses can 
be offset against personal income 

Even if the corporate form is ultimately to be used , consider starting as a 
partnership if the first months are likely to show a loss. The losses can then 
be set off against personal income. The corporation can get the use of its 
losses through the carry-over system. But a more substantial saving results 
if the individual is in a high surtax bracket. Later the business can be 
changed to a corporation. That can be done without any tax cost. 

Suppose the early period proves the new business to be a “dud,” with 

losses. If liquidated, the individual proprietorship or partnership form 

permits an individual to offset the entire loss against his personal income. 

Had he used the corporate form, the realized loss (from a worthless stock or 

a loss in liquidation) would be a capital loss. That may not give much tax 
saving. 


* * * 

When organizing a corporation, it may be advisable to issue bonds instead 
of preferred stock, together with common stock. You get a deduction for 
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interest on the bonds. There is no deduction for 

preferred stock. The redemption of bonds is not usually considered a taxed 
dividend. It might be a repayment of a loan. But redemption o preferred 
stock is often a dividend, up to the company’s earnings and profits. 


* * * 

One form of bond to consider is that with increasing values , paying no 
interest . Bonds issued with increasing surrender values have many advantages 
for a bondholder. You may sell a bond for $75 redeemable at a given date 

for $100. Then your investor— 

Pays no tax until he collects the $100 

Is taxed only as capital gain—not as ordinary income 

At the same time, the corporation may obtain a tax deduction for. the $25, 
spread over the life of the bonds. To get this deduction, however, the bond 
must be a registered bond, or be issued with coupons attached. 

Here is an example of how you can do that in organizing a new company: 

Example. X, Y, and Z form A Corporation. $400,000 is advanced, of 
which $100,000 is represented by common stock and $500,000 by debentures. 
The common stock is issued in equal shares to X, Y, and Z for cash or prop¬ 
erty. The debentures are sold to XW, YW, and , wives of A, 2, and Z* 
for cash. The debentures are in registered form. They provide that at the 
end of 10 years the holder of eaeh $1,000 unit will be entitled to receive 
$1,415. This is the equivalent of the original investment with interest at the 
rate of 3*/2 per cent per annum, compounded semiannually. The holder may 
surrender them on any anniversary date after 3 months’ notice at fixed 
dollar amounts. That is to be computed by adding to the original cost simple 
interest at the rate of 3 per cent per annum. There is no provision for cur¬ 
rent interest. The corporation reports its income on the accrual basis. It is 
entitled to deduct each year accrued interest computed at the 3 per cent rate. 

In a recent ruling, the Treasury indicates that it will restrict the cases 
in which capital gain can be achieved. So, if the bond does not meet all the 
requirements, the increment will be taxed as ordinary income. 


* * * 

In organizing a new company you should use your natural business year 
as the basis for keeping your books. This gives you the best picture of your 
business. Your financial statements are then prepared when you have the 
fewest incomplete transactions. But you may have tax advantages by choos¬ 
ing another year. 

If you organize a corporation you may choose the fiscal year that is most 
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advantageous. Or you may pick a calendar year. Take the one that aids 
you most. Or you may have a seasonal business. Then be sure you get a 
period that permits profits to be balanced by losses. 

In starting a new corporation, you can start with a short year. If you 
begin business in July, you might have a 6-month first year. That can cut 
your tax materially in the first year, when you may need the aid. 


* * * 

One of the advantages of forming a new corporation is the ability to give 
it a fiscal period controlling dividend payments. If a corporation has a fiscal 
year ending after December—for example, January or February—dividends 
paid in January or February fall into the year after that of organization. 
Stockholders might get some benefit in postponing the tax. 

* * * 

Considerable thought should be given with your CPA to the selection of 
the accounting methods. You are usually bound by the accounting elections 
you make in your first return. Generally a change is possible only with gov¬ 
ernment consent. Bad decisions in the first year upon inventories, accruals, 
some reserves, depreciation—and many other elements—can prove costly. 

* * -x- 

The tax advantages of first incorporating and then later changing from a 
corporation to a partnership are many. Accumulated earnings of the cor¬ 
poration can be transferred to the stockholders at a 25 per cent tax. That 

may be a much smaller tax than the normal and surtax rate on dividends or 
the tax on partners’ earnings. 

Important, too, is this: Stockholders take corporate assets in a liquidation 
at their fair market value. They may pay up to 25 per cent tax to get much 
higher values than permitted to the corporation. Higher deductions at per¬ 
haps much higher rates are thus often available to the stockholders. They 
get a stepped-up basis at bargain rates. 

That may be particularly helpful if inventories have risen in value. The 

corporation might have to pay income taxes and possibly excess profits tax 

on all income over cost when they are sold. But the stockholders can get the 

right to sell them free of tax except the 25 per cent capital-gains tax on 
liquidation. 

The same step may radically increase annual depreciation allowances or 
the cost of capital assets held for disposal. But, of course, there may also be 
a step down in a liquidation, if inventory and other assets are worth less than 
the cost to the corporation. Also important are these advantages: 
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You secure delivery of the assets to stockholders without tax on th e accu- 

pefeent caphafgams tax of the" assets distributed 

If ^corporaho^'San a'cquire an income-producing contract which has no 
market value, then incorporation, followed by liquidation, gives this 
result: Stockholders arc not taxed on the value of the contract when i 
is distributed in liquidation. They arc taxed only when the payments 
under the contract (plus all other assets received) exceed the " os ' 
them for their stock. And the excess is taxed as a capital gain. Assume 
a corporation sells all its assets for a percentage of the purchaser s 
profits. This type of contract cannot be valued. And so the corpora¬ 
tion is not taxed. Assume you liquidate and distribute the contract to 
stockholders. The payments by the purchaser arc taxed as capital gain 
to the stockholders, even though they would be ordinary income to the 


corporation or a partnership. 

What year do your stockholders get their gain or loss on a liquidation? 
There is loss only in the period when substantially all the corporate assets 
are distributed, and the corporation has only enough cash or other assets to 
meet its debts. There is gain only when distributions finally exceed the 
stockholders’ cost basis. That is not true if there is a redemption of part of 
the stock. You can select the year or years in which your stockholders will 


benefit most from any kind of liquidation. If you like, you may fully or 
partially liquidate in the year they have gains or losses to offset the loss or 
gain from the liquidation. 

Liquidation may create a great many other problems. Here are a few 
points to discuss with your tax experts: 


You will lose the advantage of carry-overs of net capital losses, net operat¬ 
ing losses, and many other tax benefits. They do not survive to a new 
owner of the assets. And your basis for depreciation, gain, or loss cannot 
be given to the purchaser. There arc some exceptions to this in a liquida¬ 
tion by a subsidiary into a parent company. 

Be careful that yon do not expose your stockholders to a short-term capital- 
gains tax. Stockholders pay a long-term capital-gains tax on the fair 
market value of the liquidated property over the cost basis of their stock. 
The later transfer of the assets is usually made at the same price as the 
value at liquidation. Then stockholders have no further gain. Some¬ 
times there is an interval between liquidation of the corporation and the 
later transfer of the assets by the stockholders. Then the government may 
claim the assets increased in value between the time of actual liquidation 
to them and the date of sale. This can result in a short-term gain to 
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the stockholders if they dispose of the assets before 6 months. Holding 

by the stockholders for 6 months avoids this difficulty. Should that be 

impracticable, you might be able to get competent appraisals of the 

property to show that value at liquidation and sale dates was the same 
figure. 

Do not conduct business operations if the distributions in liquidation will 
take more than a year after you adopt the plan of liquidation. The dis¬ 
tributions may be taxed as dividends to the extent of accumulated earn¬ 
ings and profits. 

Do not distribute income-producing property this year if you have avail¬ 
able a loss carry-over from earlier years. 

During liquidation, do not pay debts with appreciated assets—the payment 
is considered a sale or exchange. 

You can have a partial liquidation of stock. Pay property to stockholders 
to redeem their stock. That usually creates a capital gain or less to 
stockholders. But it might also be an ordinary dividend. If the stock¬ 
holder does not turn in all his stock he may have an ordinary dividend 
on the distribution. 

If you are going to liquidate, do not pay dividends. Particularly avoid 
payment of dividends in arrears. Characterize your payments to stock¬ 
holders in the liquidation as distributions in redemption for their stock. 
If you pay dividends before liquidation your stockholders have ordinary 
income. If they are paid off the amount due them in redemption—even 
if that includes the par value and accumulated dividends in arrears— 
they have a capital gain or loss. 

Your corporate resolution providing for a partial or complete liquidation 

should specify a distribution in kind. If the resolution can be construed 

as an obligation payable in dollars, the Treasury may claim a dividend 
was intended. 

If you have unamortized bond discount, retire the bonds before liquida¬ 
tion. The corporation will then get the full deduction for the balance 
of the unamortized bond discount. 

If an unsecured debt is owed by the corporation to its stockholders and the 

debt’s basis to them is less than the face amount, they might forgive the 

debt before the liquidation. That is considered a capital contribution 

Payment of the full debt on distribution might be taxed as ordinary 
income to the stockholders. 

* * * 

Time your distributions if you do liquidate to form a partnership. Several 
points should be watched. If your company has a net operating loss carry¬ 
forward, you may want to retain income-producing assets in the corporation 
It will get the benefit of all sorts of carry-over. Don’t distribute these assets 
until you have taken all benefits. And note this: 
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Liquidation can create income that might not otherwise arise until a later 
date For example, a company using the installment sales basts may 
have income at the time of liquidation rather than in later per.ods^ 
And there are many other similar situations of immediate taxation o 

income that might otherwise have been deferred 
Timing is essential if there is a seasonal business. You might create income 
to the corporation that would not be taxed if it completed its full year 


Instead of liquidation you might distribute corporate property with an 
increased value (over cost) as a dividend in kind. There is no tax to the 
company on the appreciation when this dividend is paid; the stockholder, 
however, does have a tax to pay on the fair market value of the dividend. 


* * * 

Continued operation of a corporate business after liquidation risks tax on 
the continuing entity as a corporation. Calling the new business a partner¬ 
ship, trust, or association does not eliminate tax. I o avoid this, organize 
your partnership quickly after the liquidation. 

* * * 

What do you do with life insurance policies on executives lives formerly 
owned by the corporation? If they go to a new partnership, the transfer may 
be a “transfer for value.” This subjects the proceeds to income tax when 
paid upon the death of the insured. They would not be taxed if held by the 

corporation until it collected the proceeds. 

There is no tax when assets are transferred to a corporation and the trans¬ 
ferees remain substantially in control of the new corporation. But this same 
advantage does not follow corporate liquidation. It is not afforded policies 
distributed to shareholders and assigned by them to a new partnership. 

To avoid this result, you might place the ownership of policies in the 
insured parties—rather than place them in the new partnership. Or you can 
have the insured purchase the policies and own them personally. That is 
not a transfer for value. The insured can collect the proceeds tax-free. 

Sometimes it is best for a corporation to surrender the policy. Its cash 
value so obtained would be distributed to the stockholders among other 
assets. The stockholder-partners could then get a new policy on the life of 
the employee. 

* * * 


4. What about a limited partnership? 

Business and tax considerations. Some of the problems of the ordinary 
partnership may be avoided by the formation of limited partnerships. The 
business advantages and disadvantages of this form are: 
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Advantages Disadvantages 

Limited liability. Liability is limited to 
the investment of the “limited” part¬ 
ners. Creditors must be notified of the 
limited liability provided in the partner¬ 
ship articles. Otherwise they may be 
able to levy upon all the assets of the 
partners. 

Easier acquisition of capital. Because the 
liability of the special partner is lim¬ 
ited, this form appeals especially to in¬ 
dividuals who have money to invest. 

Retention of control. The entrepreneur 
who has ability without sufficient capi¬ 
tal can acquire capital through “special 
partners.” He can still retain his man¬ 
agerial control. 

Concentration of management. Manage¬ 
ment may be concentrated in the hands 
of a small group of able individuals, 
without the necessity of bringing in gen¬ 
eral partners in order to acquire more 
capital. This may be important when 
an enterprise needs a great deal of cap¬ 
ital and already has sufficient and ca¬ 
pable management. 

Limited or general partnerships with members of a family may be created. 

Some partners can be general partners. Wives or children might be limited 

partners. Each limited partner can be entitled to a fixed percentage of the 

profits and losses from the operation of the business. Or, the liability of 

each limited partner can be expressed not to exceed the value of his capital 
contribution. r 

Sometimes general partners are given only limited authority to determine 

whether any part of the annual profits are to be used for additional working 

capital or for improvements, alterations, or additions to the plant or are to 

be withheld for expansion or development. In other cases general partners 

are given complete management and control; special partners are denied a 
voice in the operation of the business. 

* * * 

The tax handling of the limited partnership is like that of the general 
partnership. 6 

5. A joint-stock company may be right for you 

Business and tax considerations . The joint-stock company is a mixture of 
t e partnership and corporation. It is different from the partnership in three 
ways: (1) its capital is divided into shares, which may be transferred by the 
owner without the consent of the other members of the association; (2) its 


Power of general partner. Do the general 
partners have too much power? In the 
absence of fraud the special partners 
apparently cannot interfere in the man¬ 
agement. Thus the special partners’ in¬ 
terest may be abused. At the same time 
it is difficult to withdraw without a loss. 

Recording of limitation of liability. The 
facts concerning the limitation of liabil¬ 
ities must be publicly recorded. Tiar 
public may not be deceived. 
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affairs may be conducted by a board of managers or directors who may bind 

, y , vhen actin „ within the scope of the business; (3) it is not dis- 

loLTby death or incapacity of any member. The business advantages and 
disadvantages of this form of organization are: 


Advantages 

Ease of raising capital. It is much easier 
to raise large capital for a joint-stock 
company than for a partnership. Capi¬ 
tal is raised by the sale of a large num¬ 
ber of transferable shares. The investor 
can sell his shares relatively easily. So 
he can protect himself to some extent, 
even when he is liable to the full 

amount of his property. 

Concentration of management. Manage¬ 
ment is concentrated in elected officers. 
This permits specialization. It relieves 
the investor of active supervision. 

Limited authorization to bind. Only au¬ 
thorized officers of the company can 
bind it and the investors. This reduces 
the risk as compared with partnerships. 
Shareholders have no power to bind 
the company. 

Permanency. The life of the joint-stock 
company is limited only by the articles 
of association. It may not be termi¬ 
nated by the death or withdrawal of a 
member. 

Separation of management and ownership. 
As with corporations, this may be an ad¬ 
vantage or a disadvantage. It does fur¬ 
nish the clement of concentration which 
makes for more efficient management. 


Disadvantages 

Unlimited liability. The members of a 
joint-stock company arc personally li¬ 
able for all debts of the association un¬ 
less local regulations expressly grant 
exemption. 

Delegation of management. There is not 
the incentive to efficient management 
that exists when the partners arc active 
managers. 

Lack of entity. No separate entity is cre¬ 
ated, but the joint-stock company may 
be treated as a corporation when it is to 
the advantage of the regulating govern¬ 
ment. 

Regulation and control. There is some 
governmental regulation and control, 
but not as much as in the case of corpo¬ 
rations. 

Inability to hold real estate. Normally the 
association cannot hold title to real es¬ 
tate except in the name of one or more 
trustees. 


* * * 

Three tests seem to govern whether a joint-stock company will be taxed 
as a corporation. These are— 

1. There must be two or more persons associated in a joint enterprise 

2. It must carry on a business for profit 

3. It must resemble a corporation—have the attributes and advantages of 
a corporation. These arc continuity despite the death of associates, 
limited liability, centralized management, transferability of interests in 
the association 


6. Should you form a trust? 

Business and tax considerations. Trusts are usually formed by the voluntary 
action of individuals through trust indentures, for their own benefit, or for 
the benefit of others. They sometimes operate business ventures. 
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In our tax rules, the trust is often treated as a corporation. That is not 

usually the case with a trust created by a will or a grantor’s declaration. In 

these the trustees take title to property only for the purpose of protecting or 

conserving it. The beneficiaries of a trust generally do no more than receive 

distributions. Ordinarily no business is done except to conserve the trust 
property. 

The government distinguishes these from business trusts. In the latter title 

to property is conveyed to trustees. They hold and manage it for profit. In 

business trusts the object is not to hold and conserve particular property, as 

in the traditional type of trusts. Business trusts are really designed to run a 

business for gains. For example, a trust may be created as a convenient 

method for several people to be associated in real-estate dealings. These 

trusts are taxed as corporations. Like a joint-stock company, a trust might 
be taxed as a corporation if— 

It is in effect a joint enterprise for the transaction of business 

It continues in existence despite the death of beneficial owners 

I here is a method of transferring beneficial interests similar to the transfer 
oi stock by stockholders of a corporation 

There is a centralized management 

The personal liability of beneficiaries is limited 

The absence of one or more of these does not necessarily mean that the 

trust will not be taxed as a corporation. The question is essentially one of 

degree. If it conducts a business and resembles a corporation, it probably 

will be taxed as one. One cannot get the advantages of the corporate form 
without its tax disadvantages. 

The purpose of a trust is often found by examination of the trust instru¬ 
ment. If that permits the trustees to carry on a business, rather than to con- 
serve trusteed assets, then a business trust may exist. Broad general powers 
must be avoided if elimination of the corporate tax is desired. 


Business Trusts—Business Considerations 


Advantages 

Ease of formation. The trust may be 
formed easily and cheaply. Generally 
local filing fees or costs are small in 
comparison with taxes and fees required 
of corporations. 

Limited liability. Limited liability of both 
certificate holders and trustees may usu¬ 
ally be secured by contract. 

Corporate advantages. The business trust 
has many of the corporate advantages 
without incorporation. It may even 


Disadvantages 

Loss of limited liability. Beneficiaries may 
lose their limited liability in some trusts 

Possibility of personal liability. Trustees 
may sometimes create personal liability 
of the beneficiaries. 

Lack of control. Since the trustees are not 
agents of the investors, they cannot be 
controlled by the investors. 

Lack of flexibility. There is no flexibility 
of management in a business trust 
After the trust deed is put in force it is 
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Advantages 

deal in real estate and hold stock of cor¬ 
porations. 

Separate entity. The trust may usually 
sue and be sued as an entity. 

Continuity of existence. The trust may 
not terminate on death, bankruptcy, or 
withdrawal of a trustee or beneficiary. 

Centralized management. The trust can 
afford permanent and centralized man¬ 
agement and economy of operation. 

Flexibility of operation. Its flexibility can 
be greater than a corporation’s. Its ac¬ 
tivities are limited only by what is out¬ 
lined in the trust instrument. 

Freedom from regulation. The business 
trust is usually free from regulation. No 
franchise is needed. Annual reports are 
few and of nominal cost. 

Interstate transactions. There are usually 
no restrictions imposed on a business 
trust when its transactions cross state 
lines. 

Interstate activities. A trust can usually 
do business in foreign states. It is not 
necessary for the trust to qualify to do 
business in the foreign state. 

T ransferability of proprietary interests. 
The beneficiaries’ shares may usually be 
transferred, assigned, mortgaged, sold, 
and otherwise dealt with. 


THE RIGHT FORM FOR YOUR BUSINESS 

Disadvantages 

changed only by the methods described 
in the instrument—by unanimous con¬ 
sent of all parties. Sometimes this 
means the business trust is efficient only 
if it requires little discretionary action 
on the part of the managers. An ex¬ 
ample would be the holding and man¬ 
agement of real estate. 

Lack of motivation. The trustee is bound 
to take as good care of trust property as 
he would of his own property. But he 
usually has no responsibility to bene¬ 
ficiaries. He cannot be removed by 
them. If he is unskillful, they cannot 
remove him. If he is guilty of fraud 
they can resort to law. 


7. What to know about a cooperative 

Business and tax considerations. A very important business form is the 
cooperative. It need pay no taxes if it can distribute all its earnings to its 
stockholders. The distribution need not be in cash. Cooperatives create 
considerable working funds by distributions in scrip, stock, notes, or other 
forms that permit full retention of the profits by the organization These are 
taxed to the recipient as ordinary income. Thus cooperative* can use all 
their annual earnings for expansion. The result is that many cooperatives 
have grown into large, powerful groups doing a great volume of business and 
owning large amounts of assets. 

A cooperative can be an organization of members or stockholders, all 
desiring to buy or sell something, or to invest money. They form an organiza¬ 
tion to furnish them with what they wish to purchase, or to sell for them 
what they wish to sell, or to invest their money. They do it because concerted 
action will be to the individual financial advantage of the members of the 
group. 
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When owned by a group of corporations, cooperatives can split earnings 
on the basis of sales without first paying a tax. Rebates upon purchases from 
the central source dealing for the group can be readily arranged. 

When used as a common subsidiary the cooperative has many other advan¬ 
tages. It avoids many difficulties encountered when there is a parent- 
subsidiary, or another related company arrangement. Both of these run the 
risk that deductions will not be permitted to the parent companies for con¬ 
tributions to the central agency. Income of a subsidiary or common agent 
might be taxed to it, even if its income is fully paid out to the stockholding 

companies. Use of the rebating system, based on sales or services, may avoid 
this risk. 


* * * 

How does the business cooperative function? It can redistribute profits 
made from its members on the basis of the volume of business done with 
them. It can surcharge them for deficits on the same basis. The refund to 
the members is called a decrease in the cost of goods purchased, or an 
increase in the selling price of goods sold for members. The surcharge 

becomes an increase in the cost of goods purchased, or a decrease in the 
selling price of goods sold for members. 

The tax law treats patronage distributions this way: They are mere modifi¬ 
cations of the original trading agreement between the member and the 
association—not dividends. They are permitted as a deduction in determin¬ 
ing the net income of a cooperative. That assumes that the patronage 
dividend is paid under agreements to pay over the profits under a binding 

contract between the company and its members made before the income was 
secured. 

Surcharges are a deduction to the members as additional cost or reduced 
selling price, if based on patronage. 

H° w is the business cooperative organized? In order for a cooperative 
to get deductions for patronage dividends, the membership agreement (or 
charter or bylaws) must provide for refunds on the basis of patronage. 

If it provides that distributions may be made to members on the basis 
of stock ownership, the organization might be acting as a corporation. Then 
dividends would be regarded as distributions of profits. They would not be 
deductible by the corporation, but still would be taxed to recipients. 

If deficits are required to be paid by contributions from members on the 
basis of stockholdings, the organization may also be treated as functioning 
like a corporation. Contributions would be regarded as contributions to 
corporate capital. They must be capitalized by the payor. 

The name of the organization is not controlling. It may be referred to 
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as a cooperative. But it may conduct itself as a corporation. Then it will be 
taxed as a corporation. Its members will be treated as stockholders I i 
functions as a ^operative it is given the favored treatment. If it deals with 
nonmembers, it is regarded as a corporation and profits and losses are recog^ 
nized. Distributions of profits from that source are regarded as dividends 

not deductible by the corporation, but taxed to stockholders. 

It is usually assumed that the dealings with members and nonmembers are 
equally profitable. If members are required to compensate the association 
for losses from nonmembers-even though patronage is the measuring rod 
—they may be regarded as capital contributions. They, too, would have to 
be capitalized. There are some problems in cases of deficit financing of 
business cooperatives. We may get a denial of the deduction to the stock- 
holder, if payments are based upon stockholdings, rather than service ren¬ 
dered or patronage. 


Cooperatives—Business Considerations 


Advantages 

Diversity of form. The cooperatives may 
take many forms—stock or nonstock 
corporations or unincorporated associa¬ 
tions. 

Limited liability. Liability is limited to 
the amount of the stock, if the coopera¬ 
tive is organized as a corporation. 

Voting power. Each member has one vote 
regardless of number of shares or 
amount of patronage. 

Small capital investment. Members may 
make relatively small capital invest¬ 
ments. 

Revolving capital funds. Members may 
realize a return of their capital invest¬ 
ment without dissolution of the cooper¬ 
atives and without sale of their shares 
on the open market. 

Economies of a large business. The eco¬ 
nomic advantages and the management 
efficiencies that go with large-scale buy¬ 
ing and selling arc available to rela¬ 
tively small buyers and producers. 

Reinvestment of capital for expansion. 
Patrons’ proceeds may be paid in other 
forms than cash and the cash retained 
for expansion of the cooperative. Other 
forms of payment include: certificates 
of indebtedness, allocation of patronage 
net margins, and certificates of equity 
of interest. 


Disadvantages 

Limited return. The rate of return is lim¬ 
ited to a fixed percentage of capital. 

Difficulty of raising capital. Large or ad¬ 
ditional capital may be hard to raise. 

Governmental regulation. There is con¬ 
siderable governmental regulation, espe¬ 
cially of cooperative marketing associ¬ 
ations. 

Limited advantage. All the advantages of 
the cooperative arc to the member— 
not to management or the organizer. 

Possibility of regulation. The cooperative 
movement is just beginning to grow. 
Governmental regulation may become 
much stronger. 
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8. Consider a joint venture 

Joint ventures and syndicates are often used for business transactions— 

particularly when participants share a temporary risk. They have these 
advantages and disadvantages: 


Joint Ventures—Business Considerations 


Advantages 

Ease of organization. There are no for¬ 
malities on the formation of a joint ven¬ 
ture. 

Ease of. termination. The venture usually 
terminates without formalities when its 
purpose has been accomplished or the 
time agreed upon has expired. 

Binding upon members. A member, un¬ 
like. a partner, cannot withdraw unless 
he is able to show a good reason. 

Continuity of existence. Death or with¬ 
drawal of a member does not usually 
terminate the enterprise. 

Pooling of resources. Tangible and intan¬ 
gible assets, like goodwill, may be 
pooled for the duration of the venture. 

Sharing of risk. All members of the ven¬ 
ture share in its risk. 


Disadvantages 

Unlimited liability. The members usually 
have unlimited liability, like partners. 

No entity. No separate entity is created by 
the formation of a joint venture. One 
member can bind others by his acts 
done within the scope of his authority. 

Vagueness of organization. The joint ven¬ 
ture has not a clearly defined standing. 
Usually it is treated as a special form of 
partnership. 


Economy m selling and benefits that flow from marketing similar or com- 
p ementary products often motivate business to create joint ventures—for 
example a common sales agency to market products. Though economically 
sound, the arrangement may give rise to tax disadvantages. If the common 
agency is incorporated, the government may seek to tax it as a separate 
entity. Then the profits of the agency are taxed twice—once to the agency 

d ° n “ t0 the manufacturers when the agency’s profits are distributed to 
them. What may be worse is this: If the agency suffers a loss, the loss cannot 
be deducted by the venturers. 

Cooperating businesses can usually avoid the tax dangers by use of the 

unincorporated joint venture. They usually organize it under the direction 

of an agent or manager. Profits or losses of the joint venture are then taken 
up by the venturers upon their respective returns. 

Joint ventures may have agents. Assume that a group purchases property 

then designates one member to act as agent in holding and managing the 

property for the group. Despite that, all payments made for taxes, insurance 

interest, and incidental expenses on the property may be deducted by each 

member in proportion to his interest. Corporations may be used as agents 
without affecting this arrangement. S 
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Example. A. B, and C owned property “Jfprofits'wTre 
that .4 and B should get a fee for Jheron^ /corporation. 

to be divided equally *’/£££?£ trust for the benefit of X, B, 

The property was transferred to A to be neia m uu» Pnmnra- 

S - a Er» 

operating fees it got under the agreement. 

9. Changing the form of your business 

Using single units for a business. Economies in operation sometimes dictate 
a merger of several units of a business into one. So does control of markets 
supplies, customers, and personnel. Combination of parts of a business into 
one may also be useful to reduce taxes. The advantages might me ude 
greater ability to use losses in some departments to offset gams of others 
getting full use of the “carry-forwards” that might not be had by a unit of 

whole business with the loss. 


* * * 

When is centralization best for your organization or a group of your 

companies? Centralization into one unit may facilitate adoption of uniform 
policies. It may coordinate activities and permit greater standardization and 

specialization, with attendant economies. 

It usually secures use of a higher grade of personnel because of concentra¬ 
tion of functions, greater flexibility in use of existing personnel. It probably 
permits quicker adjustments to rapid changes in economic environment. 

* * * 

Centralization vs. separation must be a business decision. If combination 

is to be accomplished with an existing group, many tax alternatives must 

be studied. 

First _ when should you merge? One consideration is in the tax mathe¬ 

matics of the merger. That is easy to figure knowing existing tax rates for 
the separate and merged companies. Important, too, are the carry-overs of 
all sorts—credits, exemptions, operating losses with which the law may be 
studded at a given moment. The general rule is that the dissolved corpora¬ 
tion may not be able to carry over its losses and credits into the merged 

company. 

How do you effect the merger? Several methods are open. You can use a 
direct purchase of assets or you might use mechanics giving tax freedom to 
the vending company or stockholders. 

If you buy the other company’s assets, your cost controls the value you 


34 


CHANGING THE FORM OF YOUR BUSINESS 


Sec. I 


place on assets you buy—not the predecessor’s basis. If you wish to take 
over the assets of another company at their present appreciated value, you 
omit all compliance with the tax rules that give the seller tax freedom. 
Assets received in a taxed exchange are then taken over at their present value. 

When do you use a tax-free exchange, merger, or consolidation rather than 
a purchase of assets? Only when you are willing to accept the predecessor’s 
basis. That may be helpful or may hurt you. You might give stock worth 
$100 for $1,000 in asset cost. Or the reverse might be true. You might gain 
tremendously or get fantastic losses of value. Work out your new basis in 
each case. 

How do you close down subsidiaries? In planning you must answer these 
questions: Do you seek a tax-free liquidation giving you the same basis as 
the subsidiary for its assets? Or do you want to take a new basis following 
the liquidation? If you do, you must compute gain or loss on the transaction. 
Do you seek a worthless-security loss on the subsidiaries’ demise? 

You do not merge an affiliated corporation into your corporation if you 
want to take a loss of your investment. If you effect a merger, the loss on 
liquidation of your subsidiary will not be recognized. 

If you do not merge it into your company and it ceases business, then the 
loss on stock in the affiliated corporation may be deducted in full as worth¬ 
less stock. Loss on bonds, debentures, notes, etc., with interest coupons or in 
registered form, may be deducted in full as a bad debt, if no part is 
recoverable. 

To make this loss possible, two things must be found: (1) the parent 
must own directly at least 95 per cent of each class of stock of the domestic 
subsidiary; (2) more than 90 per cent of the income of the subsidiary for 
all the years during which it has been in existence must be from sources other 
than royalties, rents (except from rental of properties to employees of the 
company in the ordinary course of its operating business), dividends, interest 
(except interest received on deferred purchase price of operating assets sold), 
annuities, or gains from sales or exchanges of stocks and securities. 

Here is how to get a tax-free liquidation of a subsidiary. No gain or loss 
is recognized in complete liquidation of subsidiaries if one corporation is the 
actual owner of: (1) at least 80 per cent of the total combined voting power 
of all classes of stock of the subsidiary entitled to vote; and (2) at least 80 per 
cent of the total number of shares of all other classes of its stock (except 
nonvoting stock which is limited and preferred as to dividends). 

Here is the result of this rule: If you want a loss recognized when you 
liquidate a subsidiary company into your corporation, you cannot own 80 
per cent of the stock. You can sell more than 20 per cent of the subsidiary’s 
stock in a bona fide transaction before liquidation. 
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If you do not want a gain recognized, be sure you own at least 80 per 

cent of your subsidiary’s stock before liquidation. 

If your subsidiary company has contingent or contested liabilities, Perhaps 

you should not liquidate it entirely. Retain sufficient assets to pay off these 

claims when they become fixed and absolute. Only the subsidiary can take 

a deduction for payment of these costs. 

When liquidating subsidiaries, be sure to deduct in the year of dissolution: 

organization expenses of the subsidiary; legal and accounting fees in the 
dissolution; goodwill abandoned by liquidation, if a cost basis exists. 

Avoid risk of tax to the subsidiary when you liquidate it and then sell its 
assets. A parent can be a liquidating trustee for the subsidiary. Its gain on 
the sale of an asset has been held to be the income of the subsidiary, if the 
negotiations for the sale were initiated before the liquidation. But the sub¬ 
sidiary is probably not taxed if no negotiations were begun before liquidating 
a subsidiary, or if the ofTer of purchase was made after the subsidiary’s 

liquidation and distribution of the property. 

You may find it advisable to have the subsidiary pay a parent corporation 

dividends , instead of liquidating. Only 15 per cent of the dividends a corpo¬ 
ration receives is taxed. Here are other cases in which it would be better to 
take intercorporate dividends than to use other methods: 


If you own less than 80 per cent of the stock of a company with large 
accumulated earnings, you can do this: Have all the earnings declared 
as a dividend. Then you can liquidate the subsidiary. If you liqui¬ 
dated it first you would pay a maximum of 25 per cent capital-gains tax 
on your share of the subsidiary’s earnings. This might be more than the 
tax on the dividend. 

Even if you can have a tax-free liquidation because you own more than 
80 per cent of the subsidiary’s stock, it might be better to use the divi¬ 
dend method. The subsidiary’s assets may have greatly increased in 
value. If you liquidate, you take the subsidiary’s assets at their low basis. 
A dividend can push up the value of the assets to fair market value at 
a low tax cost. 


What about mergers of parent into the subsidiary? There are cases where 
you give the stockholders of the parent the stock of the subsidiary. They may 
not be tax-free unless a statutory merger is possible. If that cannot be done, 
there may not be tax freedom, if there is no real transfer of property by a 
parent company to the merged companies. 

But when the parent has properties to be contributed to the merger, we 
may fairly assume tax freedom. The move is usually made under a plan of 
reorganization in this way: The parent transfers all its assets except the sub¬ 
sidiary stock and cash to the subsidiary. The subsidiary stock and cash are 
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distributed to the parent stockholders in exchange for the parent stock. The 
parent corporation is then dissolved. 

Dividing a business into smaller units. Is it advisable to have two or more 
corporations or partnerships handle your business operations? 

Decision to move toward divided entities is sometimes based on the fact 
that lawmakers favor small enterprises. Sometimes it is chosen to fit into the 
tax exemptions and credits by which legislation subsidizes smaller companies. 

Many business reasons also suggest split-ups. Perhaps it will give the busi¬ 
ness which is so often developed by smaller units. 

But dividing your business may result in the loss of the good features that 
go with single companies. And it may require more personnel and equip¬ 
ment, thus creating duplication of effort in administration. 

Our experiences in many industries often suggest that decentralization 
allows greater initiative by executives. They know local conditions. They can 
more readily get major replanning of a business to correct high costs. They 

may create more sales by adoption of techniques better fitted to local 
conditions. 

Sometimes the split naturally follows the decision to seek a more advan¬ 
tageous economic environment by a division. That is done— 

To secure proximity to sales, markets, sources of capital, credit, supplies, 
abundance of labor, cheaper labor, less unionization, less labor dissatis¬ 
faction, greater employee productivity, adequate employee transporta¬ 
tion 

To make certain of power or water supplies 

For less restriction on sales in regulatory legislation, less price control, or 
less local inspection 

To get closer to customers and to cut costs of selling 

Or these advantages can be secured by leasing all or part of the corporate 
assets for part of gross sales, percentage of net earnings, or a flat annual sum. 

* * * 

Normally these steps might be accomplished by a simple division of the 
business into smaller units. But tax advantages can make it highly advisable 
to create two or more companies out of existing organizations. That may 
mean two partnerships or two corporations where only one corporation or 
partnership now exists. This may bring use of the parent-subsidiary com¬ 
pany device, or it may be done by having a holding company own stock of 
another company, or it may be a division of an operating company into two 

or more parts. Tax considerations cause experts to divide businesses for these 
reasons: 
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To claim exemption for some of the tax normally due °"^ rt ^° rC ^ 
business. Assume that your corporate does business both abroad and 
in the United States. Your business abroad is m the Western Hem 
sphere. If it has gross income from sources within the United States, 
that prevents it from receiving the tax advantages of a Western Hemi¬ 
sphere company. Dividing your corporation into two corporations will 

enable one to do all the trading abroad and get the credit. 

To save taxes by dividing the income among several corporations. Where 
earnings are high, a tax saving would result if at least one of the new 
corporations fits into the favors legislators extend to small companies. 

To take out cash or other assets from the corporation. Is all the property 
in one corporation? Then the liquidation may be costly. If you had your 
business divided into several corporations you might have an easier time. 
You could get your property by liquidating one corporation, and pay 


only a capital-gains tax. 

To sell part of the corporate assets. Sale by the corporation and distribu¬ 
tion of proceeds results in double taxes. Having the property divided 
among several corporations might avoid this. (But it is important to 
avoid a split-up of corporations just before you are ready to sell part of 
the assets. The transaction might be disregarded by the Treasury as 
being a sham.) 


There is a bar to splitting existing corporations in our present law. Check 
with your tax experts to find if you satisfy the requirement that a sound 
business reason warrants the change. 

The normal way to split corporations is through use of a subsidiary. But 
there are other ways to form a separate corporation. One is to create a new 
company owned by your stockholders in this way: Liquidate part of the 
property to stockholders so that they may form a new corporation. They pay 
a tax only upon the fair market value of the property received by them at 
the time of liquidation. Another method is to pay a taxed dividend in cash 
to stockholders. It is entirely fair for them to use the cash to purchase assets 
in an existing company. 

Still another method is this: Stockholders have a clear right to use their 
separate funds to organize a new business. They may even use them to con¬ 
tract with the existing corporation to perform certain services. There is no 
problem if the payment for services is fair in the light of the previous experi¬ 
ence of the corporation. No obligation is on the stockholders to arrange their 
own and the company’s affairs to result in a maximum tax burden. 


* * * 

What steps should be considered when you form a subsidiary? First is the 
method of creation. Usually you can create a subsidiary tax-free by trans- 
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'ferring property to the corporation in return for its stock. If the subsidiary 
needs cash, you can also include it as part of the property you transfer. Or 
cash could be provided by outsiders in exchange for stock, if you want to 
bring them in. But if you want tax freedom, check with your experts on the 
amount of stock the outsiders receive. It must be in proportion to the fair 
market value of what you and they contribute. Other points to consider 
are— 

The subsidiary can assume liabilities of the parent and still keep the trans¬ 
fer tax-free. (The subsidiary gets no deduction for any of these liabili¬ 
ties it pays.) But the assumption of liabilities must be for a business 
purpose 

The basis for depreciation of assets received from the parent—or to be 
used in finding gain or loss on a sale—is the same as in the hands of the 
parent, if the subsidiary is formed in a tax-free transaction 

You might hedge against a change in price trend in forming a subsidiary. 
It might adopt an inventory or other accounting methods different from 
those used by the parent 

You can plan to file a consolidated return to offset a gain of the parent 
with a loss of the subsidiary—or the reverse. But you would not file a 
consolidated return if: you and the subsidiary want to use different 

accounting methods; you do not want to pay the additional 2 per cent 
tax that consolidation costs 

* * * 

While thinking of division, note that all transactions between controlled 
persons in any trade or business get special tax scrutiny. This is to find 
whether the control is being used to reduce, avoid, or escape taxes. The law 
gives the Treasury the authority to determine true net income. 

Our courts approve the divided companies’ activities if their separate books 
and records clearly reflect the income of the several units. At the heart of 
many difficult cases seems to be bad accounting. The records should pre^ 
cisely reveal the net income. 

The contract between the units must be reasonable. The turning point is 
the compensation, rentals, or other payments, agreed upon by the parties. 
They must be arrived at fairly. 

In brief, taxes cannot be reduced or avoided by unfairly shifting or distort¬ 
ing income or deductions of either business. That means that sham transac¬ 
tions, or fictitious sales on an artificial basis, should be avoided. Prices used 
between related companies become very important. Out of our experience 
come these rules: 

The price or fee charged must be the same price that would be charged 
others for the same service or merchandise 
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One can make special terms for affiliates only if very good reasons ex-' 

ist, as— 

Lack of credit risk 

An assurance that there will he no unreasonable return of merchan- 
dise 

Do not vary the price in proportion to the profits. That prevents the 
charge of diverting profits. Keep the charge constant 

Avoid year-end manipulation of prices or intercompany charges. Have 
the agreement specific and definite. You can charge each company with 
a proper proportion of joint expenses like administrative overhead. But 
this ratio should be consistent and logical. Do not vary the charge with 
changing profits 

* * * 

Another point should be stressed concerning intercorporate transactions. 

If a company expends money for production, promotion, administration, and 
the like in its own business, it is entitled to a tax deduction. It does not fol¬ 
low, however, that these payments retain their character as business expenses 
when they are made by the parent of that company. From a common-sense 
standpoint, there is much to be said for the view that they do retain it. But 
we arc dealing with a technical, arbitrary statute, particularly as to deduc¬ 
tions from gross income. We cannot cut corners. The statute requires that 
expenses be related directly to the company’s own business. We cannot de¬ 
duct expenses related to some other business, however reasonable that 
might be. 

Of course, a holding company, having the care of investments and, 
through voting rights, the control of various subsidiaries, may incur deduct¬ 
ible expenses in the conduct of that business. It may make expenditures 
designed to safeguard its holdings and protect its investments. 

If, when paid by the subsidiaries, the expense is of a character to be 
deductible by them, the deduction is not available to the parent. The sub¬ 
sidiaries are entities distinct from the parent, although their economic advan¬ 
tages redound to the parent’s benefit. 

* * * 

If you have a parent-subsidiary relationship, you may proceed with safety 
only if the method of business operation is one in which— 

Good records are maintained by both companies. The subsidiary squarely 
stands on its own feet before employees, customers, and creditors 

Charges are made by each to the other in exactly the same manner as they 
would be made to any outsider 
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The financing necessary to ensure continued operation of a subsidiary is 
arranged through capital investments 
A subsidiary’s earnings are regularly distributed as dividends 

Tax considerations with any change of form. Before you make your business 
change, you should check with your tax experts to find the present state of 
the law on this point: Will any successor company pay a tax that would not 
have been paid by the old company? 

10. How state taxes affect your business 1 

Any company that intends to do business across state lines at any time in 
the future must consider new problems. And that means that businessmen 
will have to do a lot of painful homework in tax law. 

The United States, as you learned to say in grammar school, is “one 
nation indivisible.” Generally speaking, that is true. But legally it is not. 
Taxwise, the United States is a Federal union of 48 sovereign states. 

The distinction is important for businessmen. And it is likely to become 
even more important as time goes on. As a result, a company that docs busi¬ 
ness across state lines does not deal with just one tax authority. 

Most companies today think of state taxes as a necessary but comparatively 

minor business expense. But if present trends continue, state taxes 20 years 

from now may be as much of a headache as Federal taxes are today. 

If that sounds fantastic, stop a minute and think about Federal taxes 20 

years ago. Back in the days of the big bull market, all corporate taxes— 

Federal and state both—took about 14 per cent of total profits. Today they 
clip off much, much more. 7 

This comparison suggests to many a state government that it is passing up 

an easy way out of all its financial troubles. And in the scramble to raise 

more money, state after state has slapped new taxes on corporations or has 

tightened up drastically on the application and enforcement of existing tax 
laws. * & 

Some corporations have discovered recently that state taxes can hit them 
even harder than the federal levies. This may happen in at least two ways: 

1. State taxes on corporate income usually make no provision for a carry¬ 
over or carry-back of an operating loss, as the Federal system does For 

lf y° UE , com P an y “ade $1,000,000 last year and loses $1,000.- 
this year the Internal Revenue Service will let you offset the 
profit against the loss and claim a refund of Federal taxes on last year’s 
income. But the State of New York will give nothing back on its fran¬ 
chise tax, which is levied against the income earned in any given year 
regardless of earnings or losses in other years. This rule is particularly 

1 This section is adapted with permission from a Business Week report to executives. 
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,ou R h on new companies. Under Federal law they can carry forward 
thc”losses of their first couple of years to offset later profits. Under 

As‘rtiefstate^scratch for income, many of them are adopting taxes that 
have to be paid regardless of how the corporation is doing piofitw.se 
for example, taxes on property, gross receipts, accounts receivable, or 
warehoused goods. Companies will have to scrape up the money even 
though they are running a deficit. 


* * * 

It is not so much the rise in rates that makes the state-tax situation dyna¬ 
mite for business. The real threat is the rapid expansion in coverage. And 
this is doubly dangerous because few businessmen know much about the 

intricacies of tax law. 

If you take a look at recent court decisions in this field, you can see that 
two things arc happening: 

1. The courts arc gradually widening the definition of what constitutes 
doing business within a state. And, of course, the more they widen it 
the more business they bring into the net of the state tax collectors. 

2. At the same time, the courts arc giving the state governments more and 
more authority to tax activities that arc pure interstate commerce. 

As long as a corporation is doing only interstate business it is protected by 
the charter given it by its own state and by the United States Constitution. 
But as soon as it starts doing intrastate business within another state it has 
to come to terms with that state. Otherwise it has no legal standing and lays 
itself open to a variety of penalties. 

All states have legal procedures for giving “foreign” corporations—that is, 
corporations chartered by another state—permission to come in and do busi¬ 
ness in their territory. Usually the corporation applies to the secretary of 
the state, pays a fee, and receives a certificate. This routine is known as 
“qualification.” 

After a foreign corporation has qualified in a particular state it has all 
the rights of a domestic corporation. It can carry on its business. It can use 
the courts. The state cannot discriminate against it in any way. 

The hitch is that the qualified corporation also acquires all the responsi¬ 
bilities of domestic corporations. And that usually means it becomes liable 
for state taxes. 

A good many corporations obviously think that the advantages of qualify¬ 
ing aren’t worth the price. They try to set up their operations so that their 
business will be classified as interstate. The trouble with this is that the 
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courts have shown a definite tendency to give the benefit of any doubt to 

the state that says a particular activity constitutes doing business within its 
boundaries. 


Where an unqualified corporation is found doing an intrastate business, 
it generally cannot use the state courts to collect its debts or bring any other 
suit that otherwise would be legally all right. Some states hold that contracts 
made by an unqualified corporation in intrastate business are null and void 
in so far as the corporation is concerned. 


Most corporations would say that getting thrown out of the courts was 
penalty enough for failing to comply. But on top of that many states slap 
stiff fines on any unqualified companies that they find doing an intrastate 
business. State authorities sometimes even have power to imprison officers 
of unqualified corporations. 

L e t >s say 9 then, that you don’t want to take any chances on doing business 
within a state without getting properly qualified. How can you tell what sort 
of activities will count as intrastate business? 

Here are some of the things that the courts have held are intrastate busi¬ 
ness: 


Using agents and salesmen who deliver products 
Maintaining branch stores or departments in stores 
Construction work under contract 
Maintenance of equipment within the state 

Maintaining stocks of goods (either in your own warehouse or a public 
warehouse) for shipment to customers in nearby districts 
Keeping a stock of repair parts for local customers 
Leasing equipment to customers within the state 
Aiding local dealers in making sales 

You have to remember that state laws are a long way from uniform on 

this subject. What one tax collector calls interstate business another may say 

is doing business within the state. And the chances are that both of them can 
make their rulings stick. 

. f or instance > sa y that you sell a piece of equipment in a transaction that 
is interstate commerce in anybody’s book. If you then send your men into 
a foreign state to install the equipment, some will hold that you are doing 
intrastate business, provided the installation takes no particular skill. Even 
when the equipment calls for highly technical installation, some will tag it 

intrastate business if the job requires many and varied operations over a 
considerable period of time. 

Sometimes decisions will turn on points that are so fine no layman can 
figure them out. Texas courts in one decision held that a foreign corpora¬ 
tion which leased shoe machinery was doing business within the state. And 
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tough on new companies. Under Federal law they can carry forward 
the losses of their first couple of years to offset later profits. Under 

state law, they can’t. . , 

As the states scratch for income, many of them are adopting taxes that 

have to he paid regardless of how the corporation is doing profitwise 

for example, taxes on property, gross receipts, accounts receivable, or 

warehoused goods. Companies will have to scrape up the money even 

though they are running a deficit. 

* * * 

It is not so much the rise in rates that makes the state-tax situation dyna¬ 
mite for business. The real threat is the rapid expansion in coverage. And 
this is doubly dangerous because few businessmen know much about the 

intricacies of tax law. 

If you take a look at recent court decisions in this field, you can see that 
two things arc happening: 

1. The courts arc gradually widening the definition of what constitutes 
doing business within a state. And, of course, the more they widen it 
the more business they bring into the net of the state tax collectors. 

2. At the same time, the courts are giving the state governments more and 
more authority to tax activities that arc pure interstate commerce. 

As long as a corporation is doing only interstate business it is protected by 
the charter given it by its own state and by the United States Constitution. 
But as soon as it starts doing intrastate business within another state it has 
to come to terms with that state. Otherwise it has no legal standing and lays 
itself open to a variety of penalties. 

All states have legal procedures for giving “foreign” corporations—that is, 
corporations chartered by another state—permission to come in and do busi¬ 
ness in their territory. Usually the corporation applies to the secretary of 
the state, pays a fee, and receives a certificate. This routine is known as 
“qualification.” 

After a foreign corporation has qualified in a particular state it has all 
the rights of a domestic corporation. It can carry on its business. It can use 
the courts. The state cannot discriminate against it in any way. 

The hitch is that the qualified corporation also acquires all the responsi¬ 
bilities of domestic corporations. And that usually means it becomes liable 
for state taxes. 

A good many corporations obviously think that the advantages of qualify¬ 
ing aren’t worth the price. They try to set up their operations so that their 
business will be classified as interstate. The trouble with this is that the 
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courts have shown a definite tendency to give the benefit of any doubt to 

the state that says a particular activity constitutes doing business within its 
boundaries. 

Where an unqualified corporation is found doing an intrastate business, 
it generally cannot use the state courts to collect its debts or bring any other 
suit that otherwise would be legally all right. Some states hold that contracts 
made by an unqualified corporation in intrastate business are null and void 
in so far as the corporation is concerned. 

Most corporations would say that getting thrown out of the courts was 
penalty enough for failing to comply. But on top of that many states slap 
stiff fines on any unqualified companies that they find doing an intrastate 
business. State authorities sometimes even have power to imprison officers 
of unqualified corporations. 

Let’s say, then, that you don’t want to take any chances on doing business 
within a state without getting properly qualified. How can you tell what sort 
of activities will count as intrastate business? 

Here are some of the things that the courts have held are intrastate busi- 
ness: 


Using agents and salesmen who deliver products 
Maintaining branch stores or departments in stores 
Construction work under contract 
Maintenance of equipment within the state 

Maintaining stocks of goods (either in your own warehouse or a public 
warehouse) for shipment to customers in nearby districts 
Keeping a stock of repair parts for local customers 
Leasing equipment to customers within the state 
Aiding local dealers in making sales 


You have to remember that state laws are a long way from uniform on 

this subject. What one tax collector calls interstate business another may say 

is doing business within the state. And the chances are that both of them can 
make their rulings stick. 

. f° r instance > say that you sell a piece of equipment in a transaction that 
is interstate commerce in anybody’s book. If you then send your men into 
a foreign state to install the equipment, some will hold that you are doing 
intrastate business, provided the installation takes no particular skill Even 
when the equipment calls for highly technical installation, some will tag it 

intrastate business if the job requires many and varied operations over a 
considerable period of time. 


Sometimes decisions will turn on points that are so fine no layman can 
figure them out. Texas courts in one decision held that a foreign corpora¬ 
tion which leased shoe machinery was doing business within the state. And 
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in another case they decided that the lease of voting machines was part of 
an interstate transaction. 

* * * 

From a tax standpoint , the distinction between interstate business and 
intrastate business isn’t so important as it used to be. The door is open now 
for the states to tax activities that are pure interstate commerce. And this 

is where the state tax collectors are having a field day. 

As far back as 1918, the U.S. Supreme Court held that corporations 

could be taxed, even though they were doing something that did not require 
them to qualify in foreign states. It ruled that Northwestern Consolidated 
Milling Co., a Minnesota corporation, was liable to the state of Massachu¬ 
setts for taxes because the company maintained a sales force in Massachusetts. 
The salesmen took orders and turned them over to local dealers. The court 
said that the salesmen were working for the local dealers and that the milling 
company therefore could be taxed. 

That was the beginning. Since then—particularly in the past few years— 
state collectors have moved bag and baggage into the field of interstate com¬ 
merce. 


* * * 

All this means that from now on state taxes will be taking a bigger and 
bigger bite out of corporate incomes. And as the states move in on interstate 
commerce, you can expect more and more cases of multiple taxation to crop 
up. Sales may be taxable in the states where they are made and the revenue 
from the sales taxed in yet another state where the company has its plant. 
Or the same piece of property used in two or more states may be taxed in 
each state. 

Corporations will have to get used to the idea of acting as collection 
agencies for states that levy sales taxes or excises. This means that they will 
have to pay the expenses of collecting, accounting, and filing the returns. 

Even where there is no direct tax liability, states are likely to require 
informational returns. These may cover such things as withholding taxes on 
salaries paid by the corporations, payments to individuals for services, and 
payments to stockholders living in the state. 

In most cases, you will find Federal authorities giving the states a hand 
whenever they can. And the states themselves are beginning to pull together 
on the problem of tax collection. There is a growing trend to allow the tax 
authorities of one state to use the courts of another to make collections. 

* * * 
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What can you do about it? The first thing to do is to go into a huddle 
with your company lawyer. Tell him in detail just how you handle your 
sales, billing, accounting, and warehousing. Give him a list of all your 
activities that involve any foreign state even indirectly. And don’t leave 

anything out. Even one trivial activity may make all the difference in your 
tax liability. 

Your lawyer probably will want to make a check with one of the service 
companies that specialize in the technicalities of this subject. These service 
companies deal exclusively with lawyers. They maintain contacts in each 
state, keep posted on legislation and court decisions. The larger ones keep 
offices in various states to serve as representatives for qualified foreign 
corporations. 

The next step is to take the map of your company’s operations and go 

over it with your lawyer. You can then decide where you will have to qualify 

for intrastate operations and where you can keep your business on an inter¬ 
state basis. 

Qualification has its advantages. Once you have qualified you have a 

free hand in the state. You can warehouse goods, make sales, and run your 

business without worrying about whether or not you are letting yourself in 
for any unforeseen taxes. 

If you have any choice in the way you set up your operations, you may 
be able to pick states that have a favorable tax system from your standpoint. 
Nevada, for instance, has just passed what it calls a “free port” law. This 
practically exempts warehoused goods anywhere in the state from personal 
property taxes. It is an obvious invitation to corporations doing business 
anywhere in the West to use Nevada for their warehousing. 

After you have decided where you want to qualify and where you don’t, 

you can go over your list of activities looking for chances for legitimate tax 

avoidance. State laws vary widely. Some are tougher than others. And 

there are plenty of perfectly proper ways of keeping your tax bills to a mini¬ 
mum. 

There aren’t any general principles that cover the process of legitimate 
tax avoidance. Everything depends on the laws of the particular state and 
the nature of your company’s operations. 

* * * 

Be sure you keep your books so that you know just where to charge all 
your expenses and revenues. Otherwise you may have to pay state taxes on 
income that legally should escape. Two cases point up this fact. In one, the 
court ruled that the tax authorities could not disregard a seller’s books and 
make their own arbitrary estimate of markups; the court said that as long as 
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the books were there the commission had to follow them. In another, the 
same court held that Federal income-tax refund claims were taxable assets, 
when they were shown on the books of the corporation as an asset. 

* * * 

Sometimes the way you render your bills will make a difference in your tax 
liability. 

In another case, the court decided that where one person sells material 
and services to another the whole transaction is a single sale and is subject 
to the sales tax. But if there is a distinct separation on the bill between the 
amount charged for materials and the amount charged for labor, only the 

materials are taxable. 

In some states where there is no way of ducking the use tax, the only 
way to protect yourself is to pass the tax along to your customers. Be sure 
to show the tax separate from the selling price on the bills you send to your 
customers. 


* * * 

Double-check all your sales procedures to make sure that they aren't laying 
you open to unnecessary tax liability. Making all orders subject to home- 
office approval gives some, but not complete, protection. 

Trouble can be avoided, of course, by making interstate shipments directly 
to customers. 

Some states will stick you for unemployment taxes and other levies if you 
use traveling salesmen who solicit orders, even though final acceptance of the 
orders comes from the head office. One method of avoiding this type of tax 
is by limiting your sales in such states to independent agents. But avoid any 
system that might suggest subterfuge. 

If you sometimes send out top executives to clinch big orders, watch your 
step. The big shot may bring home the bacon, and he may also bring a tax 
liability along with it. 

Conditional sales arc another thing to watch. In seven states they count 
as doing business within the state. 

If you sell equipment that requires installation or maintenance, it may be 
cheaper in some states to turn the work over to some local businessman and 
let him handle it for his own account. 

First and last, remember that the state tax picture is changing. Methods 
that you have used in the past may lay you wide open to a new set of taxes 
in the future. The only way you can stay out of trouble is to keep reviewing 
your operations and changing them as the tax laws change. 
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7. The capital structure 

The financial requirements of a business will depend upon its scale of 
operations and its method of marketing. Conversely, the scale of operation 
of the business and its methods of marketing will be limited and controlled 
by the amount of financing available to it. Thus the very efficiency and com¬ 
petitive vitality of the business will frequently turn on its financing. 

The sound way to develop a business is to get it going on a modest operat¬ 
ing scale—enough to achieve the operating economy which it needs to be 
competitive Then, after it has proved its right to live, it can be expanded. 
1 his kind of a two-step approach will not only minimize risks but enormously 
simplify financing. Getting the money necessary to launch a new enterprise 
and getting the money needed to expand a proven enterprise are two very 
different problems. We shall look at them separately. 

Questions which must be answered. In developing any financing plans and 
seekmg financing, these basic questions must be answered to the satisfaction 
of both borrower and lender-both the person who puts up money and the 
person who accepts responsibility for using it: 


H< schedu!e? he m ° ney ^ applied ~ to what P ur P ose and on what time 

How will the money turn over, and from what sources will repayment 
come and on what time table? 

Will the use of the money be profitable? 

What kind of a return (interest rate or dividend yield or capital deprecia- 
tion) will it show to the investor? 


T . , 6 f, rS ‘ tW ° questlons can best be answered by projecting a cash budget 
It should be scrutinized carefully to see that all possible contingencies have 

een considered and allowed for. From the cash budget it can be determined 
how full repayment will come from amortization of fixed assets, from liquida- 
tion of inventory or other assets, and from anticipated profits after tax. 
Profitability will be shown by a projected-earnings statement—a projection 
O a profit-and-loss budget as distinguished from a cash budget. The pro¬ 
jected profit-and-loss budget together with pro forma balance sheets based 
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on budget projections will show dividend prospects and potential capital 

Tot mlT/i financing? An initial budget is needed to show: (1) the prob- 

abk amount and timing of cash requirements; (2) the kind of balanCe ^ 
the company will have on which to attempt to secure borrowed funds as 
needed -^3) a forecast of the margin required for profitable operations and 
the probable time needed before the inflow of cash will exceed the outlay, 
and thus the time needed to repay borrowed funds; and (4) a demonstration 

that operations will yield profit sufficient to justify the mvestme ■ 

First, the factual basis for budget projection must be obtained. Hot lg 
will it take to reach profitable operations-to develop, get in production, 
and market efTcctively a standardized product? How long to -cure machin¬ 
ery, materials, labor, funds, and sales orders and to organize their flow. 
What are production and selling costs? What volume isprobable what 
prices and discounts? A hardheaded investor or lender will dig at all these 
points and apply a skeptical eye to them. Successful financing requires a 
conservative estimate of factual factors with strong supporting details, prece¬ 
dent, and comparisons. It is difficult to put forward an exact answer to these 
questions and to coordinate sales expectations, production runs, the time 1 
will take to lift sales to a point which minimizes production costs and the 
rate at which manufacturing, administration, and sales overhead will e 
absorbed. The difficulties are so great that a high, a low, and a medium 
budget level may be, and frequently arc, developed. The first profitable 
month and the date of cumulative breakeven can be calculated by drawing 
up estimated profit-and-loss schedules by month to show how cumulative 


profits offset cumulative losses. 

The cash-requirement schedule is prepared from much the same data. 
It will show the cash required for capital equipment and improvements, 
organization expense, acquisition of patents, and such items which do not 
appear in profit-and-loss schedules. The most important financing function 
of the cash-requirements schedule is to show the lag or lead on every major 
item of incoming expense. How soon will customers pay their bills? How 
soon must machinery be bought, and how soon paid for? How large must 
inventories run? When must an inventory be acquired, and how soon paid 
for? How often must payrolls be met? When arc insurance or tax payments 
due? What selling expenses must be incurred before the current sales income 
materializes? What initial advertising is contemplated, and when must it 

be paid for? 

Careful reflection of these factors in a cash budget may substantially mini¬ 
mize financing requirements or avoid unanticipated shortage of funds. 
This process must be done so as to determine financial requirements and 
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to justify a lender or investor in making funds available. The comparison 
of projected profit and loss in the cash schedule may show the necessity to 
adapt the operation or its scale so that it will conform with the availability 
of financing. It may suggest a preservation of cash by forgoing quantity 
purchase discounts and cash discounts, forgoing the economies of long 
production runs, holding back on promotion, etc. It will also show how final 
success creates need for additional financing to achieve profitable expansion. 
This may have considerable bearing on the character of initial financing, 
in calling for the holding back of certain stock and collateral for use in 
raising additional funds later on. 

Rule of thumb for estimating financial needs. Carefully worked out budget 
projections are highly desirable for even the smaller business. Yet rough 
approximations can be quickly developed from the ratios, profit margins, 
and turnover frequency which prevail in a particular line of business. 

Probably sales volume may be determined from a study of the market. 
Operating ratios will tell how much net this should yield and how much rent 
should be carried. 

Turnover experience and prevailing markups will tell how much inventory 
will be needed to do that volume. If the volume potential seems to be 
$40,000 and in the particular line inventory should turn over four times, 
money required for inventory will be $10,000 less the trade discount or pre¬ 
vailing margin. If the margin is 35 per cent, $6,500 should acquire begin¬ 
ning inventory. Add to this the rent and operating expenses for a 90-day 
period, plus the cost of fixtures and equipment. 

Another way of going at it is to determine how much profit will be needed 
to make the business worth while. Determine how much volume that will 
require. After investigation establishes that the necessary volume can be 
attained, determine how much inventory and how much equipment will be 
needed to attain it. If $10,000 profit is needed and the ratio of net to gross 
is 10 per cent, $100,000 must be grossed and 200,000 units of a 50-cent 
item must be produced and sold. From there, space, equipment, inventory, 
and working-cash requirements can be developed roughly. To pin down the 
flow of cash and other requirements takes one back to budgeting. 

What kind of money? In addition to determining the amount of money 
which is needed, it is equally important to determine what the money will 
flow into and how it will revolve. Money which will go into buildings and 
equipment will be fixed capital and therefore will have to come from stock 
and long-term loans. This money will revolve slowly, and as money invested 
in fixed assets is turned back into cash via depreciation charges, it can be 
used to amortize debt or for additional working capital, but always with 
the proviso that some day it will be needed to replace fixed assets which have 
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worn nit or become obsolete. Money which is reqmrcd to carry the organiza¬ 
tion until it is converting money into goods and back again into money fas 
mough to meet incoming bills should also be part of the permanent capital 
of a business. Similarly, a reserve of cash to meet emergences should be 

part of the permanent capital. 

Over and above these requirements is the ordinary daily working capita 
which the business will need. This is made up of the funds which are put 
into inventory and payroll, converted by sales into accounts receivable, and 

then converted back into cash as customers pay their bills. 

The importance of adequate working capital is too well known to be 

labored. It is important to determine how much of the working-capi a 
requirements should be available as permanent capital and how much can 
be obtained by short-term financing. Where there is a long production or 
selling cycle and inventory is readily salable, or where there are peak 
requirements at certain seasons of the year, current financing can be relied 
upon for much of the working-capital requirements. Where there is quick 
turnover, working-capital requirements will be lower and a larger portion 
should come from the permanent capital of the company. There should c 
careful study, with bankers and other financial advisers, to see that business 
policies arc shaped to bring working-capital requirements in line with avail¬ 
able resources and that there is enough permanent financing to sustain the 
amount of current financing which is anticipated. I he amount of capital 
needed to execute the necessary turnover of the company’s operations will 
depend on how customers pay, on terms set in selling, on terms obtained in 
buying, on the volume of business and the rate of its expansion, on the time 
consumed in manufacture, and on the rate at which inventory is turned over. 
The amount of permanent capital which will provide for safety over and 
above that needed to acquire fixed assets will depend on how hazardous 
or how stable the business is and on the practice of bankers in making cur¬ 
rent financing available to the particular line of business. The planned 
relationship between permanent financing and current financing, taken 
together with the way in which money will flow, should be such that the 
business can be expected to meet the tests which will be applied to determine 
its credit worthiness when it seeks current financing. 

Exactly how these tests will be applied to a particular line of business 
must be determined by canvassing the outlook with a seasoned banker, but 
the financial plan must be such that, on the basis of the projection of a cash 
budget, an income budget, and pro forma balance sheets, it seems likely that 
they will be met. 

The rule of thumb is that the ratio of current assets to current liabilities 
should not be allowed to fall below 2:1. Where this ratio prevails, liquida- 
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tion of current assets at 50 per cent of book value will clean off current 
liabilities. The ratio of current assets to liabilities at 2:1 means that the 
company, via stock, surplus, or long-term debt, has provided as much of the 
capital over and above fixed assets as short-term creditors. Thus if a 2:1 
ratio is satisfactory in a specific line of business, it follows that to get a speci¬ 
fied amount of short-term financing, a business will have to count on having 
a definite amount of permanent financing over and above that needed to 
acquire fixed assets. 

Then the projection must show that the cash account will bulk sufficiently 
large compared with total current assets and current liabilities. This again 
will vary with the type of business, but should not run less than 5 to 10 per 
cent of current assets. If current debt is to be held at 50 per cent of current 
assets, cash should run 10 to 20 per cent as much as current debt. There are 
companies which keep less than 10 per cent cash, and there are companies 
which keep enough cash to meet current liabilities. 

Promoter s interest and control . When a promoter develops a scheme for 

a new business enterprise, he has three problems which bear on the financing 
of the operation: 

1. He must secure control over key elements needed for the successful 
development of the enterprise 

2. He must secure his own interest 

3. He must give sufficient security and income potential to attract neces¬ 
sary financing from investors 

In seeking to obtain control over the key elements which the enterprise 
will probably need, the possibilities are as follows: 

Basic idea. Protection of an idea is extremely difficult. It may neverthe¬ 
less be done through an agreement whereby those who will use the idea 
deposit cash in trust to be turned over to the contributor of the idea if 
they exploit the idea within a specified time. It may also be done by an 
agreement providing compensation to the contributor of an idea if the 

idea should be exploited, with provision for arbitration of the amount 
of compensation 

Patents and copyrights. Application for a patent or a copyright gives 

tangible control over an element which may be licensed, or turned in 
for stock 

Options on the acquisition of property, such as a unique location which 
will be needed by a proposed business. It can be traded in for stock 

Leases over real estate needed to develop a proposed business, or an option 
to lease. These can be traded in for stock 

Franchises and concessions from governmental units or private companies 

Contracts for the services of individuals with special skill or talent on 
which a business operation depends 
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In financing a new business, the promoter may receive stock for his idea, 
for his services, or for any of the foregoing elements of control which he has 
been able to secure in lieu of stock. He may prefer to receive an option to 
acquire stock at an attractive figure. Because of an intimate knowledge o 
the progress and possibilities of a business, he is in a position to exercise such 

an option at a time which would be advantageous to him. 

In attracting outside financing, those who put up the money are normally 
given debentures or preferred stock so that they will get the full security 
available for their investment, so that it is possible to give the promoter a 
relatively large share of the common stock for his contribution, or ideas, 
control elements, and such managerial skill as he can contribute. 

Capital structure. After determining how much money is needed, how it 
will flow, and the proper balance between long-term and short-term funds, 
the next step is to determine how money will be raised, the securities which 
will be offered, and the sources of funds. Many considerations come into play 
here, and the correct decision will require a judicious balancing of all of 
them. The final decision is frequently governed by the kind of money which 
is available and the terms on which it may be had. Nevertheless, it is highly 
desirable to make a serious cfTort to formulate the most correct and desirable 
financial structure. To the extent that the business does not justify the kind 
of financing thus formulated or that the kind of money needed is not avail¬ 
able, the owners of the business will at least know what they want and go 
only as far from that point as forced by trading necessities. The questions 
to be asked are— 

What financial structure will be most profitable? 

What structure will yield the best margin of safety and best provide for 
future emergencies and possible expansion? 

What securities structure will yield the desired control features? 

What structure will be most advantageous taxwise? 

In most cases the capital structure which shows the greatest profit potential 
will be least satisfactory as to provision for future requirements. The reverse 
is also true. This is the kind of balancing which is needed to achieve a desir¬ 
able financial plan. This balancing should be done even though the ultimate 
capital structure reflects as much money as can be obtained on a risk basis and 
as much as can be obtained on a loan basis. Understanding and balancing 
of these factors are important in selling the investment. 

Fundamental economic principles should determine the financial plan . If a 
plan is formulated which reflects fundamental principles accurately, it will 
facilitate the obtaining of money from both equity and loan sources. The old 
rules were that bonds could be issued only when future earnings of a corpora¬ 
tion promised to be liberal and reasonably certain; that the preferred stock 
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would be issued when the earnings were irregular but, over a period of years, 
promised a fair margin over the preferred stock dividends requirements; that 
only common stock would be issued when the earnings were uncertain and 
unpredictable. These principles are no longer automatic, principally because 
scarcity of equity capital and tax advantages in borrowing have brought about 
a shift from stock financing to loan financing. 

Profitability and capital appreciation. The smallest possible proportion of 
equity investment (common stock or partnership interest) and the highest 
possible proportion of debt payable in a fixed amount will produce the highest 
potential return on capital investment and the largest potential for capital 
appreciation. This is called trading on the equity. A business borrows money 
in the hope that it will be able to make that money pay more than the inter¬ 
est rate payable on borrowed capital. Obviously, failure to earn the rate of 
return higher than interest payable on borrowed money will eat away basic 
capital and possibly result in creditors taking away the assets of the business. 

To illustrate, consider a business with $100,000 in capital stock which can 
make 10 per cent on capital. If it borrows another $100,000 and maintains 
a 10 per cent earnings rate on the capital it uses, there will be a 14 per cent 
return to common stockholders after paying 6 per cent on the borrowed 
money. If the earnings rate can be kicked up to 15 per cent, common stock¬ 
holders will receive a 24 per cent return. However, if the rate of earning on 
the capital employed should decline to 5 per cent, common stockholders will 
receive only 4 per cent on their capital. If the corporation should earn only 
2 per cent on capital employed, 6 per cent will still be payable on the bor¬ 
rowed money and the common stockholders would have their capital dis¬ 
sipated by 2 per cent a year. 


Thus we see that the higher the proportion of borrowed capital, the greater 

the rate of return to equity owners as long as they can make the business 

show more than the interest rate. As earnings fall below the fixed interest 

rate, the higher the proportion of borrowed money, the more rapidly the 

equity owners lose their capital. Increased earning power, inflation, or any 

other factor which enhances the dollar value of assets will benefit common 

stockholders exclusively. Owners of fixed-value notes or bonds or preferred 

stock do not benefit. Thus the owners of the business will profit more 

from appreciation in value, and lose more substantially and more rapidly, 

where there is a low proportion of common stock and a high proportion of 
fixed value obligations. 


Safety factors . Maximum safety requires all common stock and no fixed 
obligations to pay annual interest and redeem loans. Yet debt may be desir¬ 
able to produce sufficient capital and to maximize income and capital-gain 
possibilities. A business must therefore determine how far it can go into debt. 


55 



r , HOW TO FINANCE A BUSINESS 

S *c. 2 

To a considerable extent this will be determined by the caution and prudence 
of lenders. As a generality, a lender is apt to insist that the borrower have as 
much money at risk as he has. For practical purposes, this may restrict 
borrowing to somewhere between 40 and 60 per cent of total capital. Fre¬ 
quently the owners themselves will want to advance money to a business on a 
temporary basis, and this will make it possible for the proportion of debt to 

be increased. 

The limits of prudence on the proportion of capital to debt will vary with 
each situation, depending on the stability and prospects of the business and 
on the experience and financial position of its operators. The following factors 
will suggest setting a conservative limit to the debt assumed: 

Instability of prices and volume 

An unusually high burden of fixed costs 

A high rate of turnover 

A low ratio of profit to sales 

By way of illustration, a merchant’s business will be well advised to borrow 
less than an apartment-house venture or a printing plant with a large fixed 
investment in machinery, 

Provision for future requirements. Where a substantial expansion is likely to 
be necessary or desirable, sound financing calls for a high ratio of stocks to 
debt to provide borrowing power for future needs. However, should the 
owners be sure of the prospects and earning power of the business and feel 
that after some experience and an opportunity to demonstrate profitability 
they will be able to issue stocks at a higher price, it may be better to hold 
back as much stock as possible, and to use as high a proportion of borrowed 
money as is available. Similarly, if a business is successful, capital require¬ 
ments will almost always increase sharply, and careful consideration must 
be given to holding back enough stock so that additional stock will be avail¬ 
able for expansion financing without too great a dilution of the owner’s 
control and interest. 

Control elements. To work out a financial plan that will bring in enough 
outside money and at the same time maximize control requires careful 
planning. It is usually accomplished by giving the common stock sole voting 
power and making the issues small. There is always great danger that con¬ 
trol will be lost and the owner’s interest diluted when they do not anticipate 
the scale of financial requirements that successful operation will bring. When 
those requirements do arise, the owners may have to let go too large a 
portion of their holdings to satisfy them. A preferred issue is usually used to 
secure the investor’s money when some of the group contribute intangibles 
in the form of services or special skills or patent rights and are entitled to a 
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large share of the profits over and above a normal retain on tangible cash 
investment. But here again the owner of the underlying equity stock must 
look ahead to see that the financial requirements of successful business can 
be obtained without causing him to lose control and dilute his interest by 
having to issue so much new stock that his proportionate interest dwindles 
rapidly. The use of preferred stock permits retention of a more substantial 
proportion of the common. Later on, when a business has reached a certain 
size, the issue of additional voting stock may actually strengthen control of 
the management by making it more difficult for another group to purchase 
control. (See illustrations on pages 58 and 59.) 

2 . How taxes affect financing 

Sometimes wisely, sometimes not, tax considerations have become a 
dominant force in shaping more and more capital structures. The lower rates 
applicable to capital gains, the deductibility of interest, the double taxation 
of dividends, high surtax rates and now the excess profits tax—these are the 
factors which are steadily increasing emphasis on debt financing. Here’s 
how they operate: 

Interest deductibility. In computing taxable income, interest paid out on 
bonds is deductible while dividends are not. At a corporate tax rate of 
40 per cent, $5 must be earned to pay out a $3 dividend. To pay $3 in 
interest, only $3 must be earned. 

Capital gains. In discussing trading on the equity previously, it has been 
pointed out that maximum gain opportunities result from a large amount of 
debt and a small amount of equity. The fact that only 50 per cent of a 
capital gain is taxed at a maximum rate of 50 per cent (a maximum of 25 
per cent tax on the capital gain), while tax on ordinary income may go be¬ 
yond 80 per cent, makes it tempting to risk the dangers in a heavy debt load 
to shoot for the high capital appreciation which may result from a small 
capital base. If the owners of a company capitalized at 50 per cent common 
stock and 50 per cent debt should triple the value of their assets, the value 
of their equity will be increased by 400 per cent. If they have 20 per cent 
equity and 80 per cent debt, a tripling of the value of their assets will run 
the value of their equity up by 1,000 per cent. The fact that this kind of 
appreciation escapes tax until it is realized and then receives favorable tax 
treatment has tempted many owners to work on a low ratio of equity to debt 
capital. The fact that such a low ratio increases the risk of loss and that tax 
credit for capital losses is restricted severely should work in the other direc¬ 
tion, but businessmen tend toward optimism, and the prospect of favorable 
tax treatment if they win is apt to impress them more than that of an 
unfavorable tax treatment if they lose. 
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CAPITAL NEEDS AND USES OF NEW TRADE FIRMS 


The U.S. Department of Commerce conducted a survey of retail and 
wholesale firms entering business in the period 1945 to 1947. Their findings 
as to the capital required in various lines of business, the sources of capital, 
the use to which funds were put, and the turnover of investment are highly 

significant. 


Average Initial Investment by Line of Trade * 
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Fig. I. 

* Source of data: U.S. Department of Commerce. 


Fig. 2. 

Office of Business Economics. 


The figures for Plant under Uses of Funds include renovation and land. 


Among the reporting panel (firms with one or more employees), the 
average initial investment of renters and nonrenters was as follows: 



Renters 

Nonrenters 

Wholesale trade: 

Average total investment. 

$37,200 

$114,300 

42,600 

23.300 

12.300 

Average plant investment. 

Retail trade: 

Average total investment. 

13,300 

Average plant investment. 




As a result of the larger average investment and the additional credit 
facilities of firms owning plant, nonrenters utilized considerably less personal 
savings and more bank and mortgage credit than did renting firms. 
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Sources and Uses of Funds * 
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Fig. 4. 

Commerce, Office of Business Economics. 

Turnover—1947 Sales per Dollar of Investment 


Line of trade 


Wholesale . 

Retail. 

Automotive . 

Building materials, hardware, and farm im¬ 
plements . 

Filling stations. 

Food. 

Household appliances. 

Apparel . 

Furniture and house furnishings. 

Other retail. 

General merchandise . 

Eating and drinking. 


Initial investment 


All firms 

Renting firms 

Under 

Over 

Under 

Over 

$10,000 

$10,000 

$10,000 

$10,000 

40.0 

16.4 

40.0 

21.6 

9.4 

5.6 

10.4 

6.5 

18.4 

9.5 

19.5 

13.0 

6.3 

7.7 

6.5 

8.6 

11.3 

4.3 

15.3 

7.6 

12.0 
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13.2 

7.8 
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9.9 

5.4 

7.4 

4.5 

7.7 
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Early tax-free recovery of investment. If a business is successful, it can pay 
off its debt out of earnings after the corporate tax without incurring a 
second tax on the payment. On the other hand, when a business pays out 
dividends on common stock and even when it retires a portion of its common 
or preferred stock by returning the capital which it received for issuance of 
the stock, the repayment is likely to be taxed to the recipient as ordinary 
income to the extent that the corporation has accumulated earnings and 
profits. Debt capital offers much more promise of easy, quick, and tax-free 
repayments and recovery of the investment than does equity capital. 

Debt pay-off saves taxes, builds equity. Double taxation of corporate 
income—when earned by the corporation, and again when paid out as 
dividends to stockholders—places a premium on using corporate earnings to 
build up the corporation’s asset value. If corporate earnings are not paid 
out to be taxed a second time as dividends, the government may be able to 
impose a penalty tax on the corporation unless the earnings accumulated 
are required in the operation of the business. Retirement of debt is usually 
a valid reason for refraining from dividends. Thus the existence of outstand¬ 
ing indebtedness permits the use of earnings to build up equity value by 
paying off debt rather than for distribution into high surtax brackets. 


Relative Cost of Equity and Borrowed Money (1949) 

(Cost of $500,000 of new equity vs. debt capital) 


Capital structure (after flotation): Company A 

Bonds, 3 per cent coupon. . 

Common stock. $ 950,000 

Surplus._.50,000 

Total capital . $1,000,000 

Earnings for current year: 

Before taxes and fixed charges. $ 100,000 

Less bond interest. . 

Before Federal income taxes. $ 100,000 

Less income taxes (38 per cent) . 38,000 

After Federal income taxes. $ 62,000 

Less dividends on common stock at 7 per cent. 66,500 

Income (loss) transferred to surplus. $ 4,500 

Charges applicable to new capital: 

Interest on bonds. . 

Additional income tax. $ 5,700 

Dividends on additional stock. 35,000 

"$ 40,700 

As a per cent of new capital raised.8.14 percent 


Company B 
$ 500,000 
450,000 
50,000 


$1,000,000 

$ 

100,000 

15,000 

$ 

85,000 

32,300 

$ 

52,700 

31,500 

r 

21,200 

$ 

15,000 


$ 15,000 

3.00 per cent 


Equity build-up via thin corporation. The tax cost of operating a business 
earning any kind of income as an individual or a partnership is well known, 
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and there are perhaps few businesses running to any size which are not incor¬ 
porated. However, as soon as a corporation gets into good licjuid shape, the 
tax costs are apt to he as high or even higher under the pressure of the 
double tax on corporate profits and dividends, plus the 102 penalty tax 
designed to force distribution. This can be delayed, and the tax advantage 
of the corporation can be prolonged, by creating a “thin” corporate struc¬ 
ture—one well laden down with debt, so that the corporate funds can be 
used to build up equity by discharging the debt, rather than distributed at 
expensive individual tax rates. An article by M. R. Schlesinger, in the 
November, 1947, Harvard Law Review , docs a good job of tracing out the 
financial advantages of a corporate structure laden with debt over one 
which is debt-free. We quote from the author’s comments on an infant 
corporation with the following opening balance sheet: 


Assets 


Cash . $ 25,000 

United States Bonds. 75,000 

Accounts Receivable. 50,000 

Inventory . 100,000 

Real Estate. 40,000 

Miscellaneous Assets. 10,000 

Total. $300,000 


Liabilities 


Accounts Payable. $ 30,000 

Miscellaneous Current 

Liabilities . 70,000 

Bonds . 150,000 

Capital . 50,000 

Total. $300,000 


Now we will assume, conveniently, that the neophyte corporation experiences eight 
years of operations, netting exactly $50,000 in each year, continuing to incur a 38 per 
cent income tax liability, and realizing after taxes about $250,000. If the taxes have all 
been paid, and if the noncash assets and the liabilities of the corporation are the same 
at the end of its eighth year as at its inception, this $250,000 surplus will be reflected 
by an increase in cash from $35,000 to $275,000. 

As the final step resulting from its initial foresight in incorporating thin, the corpora¬ 
tion will redeem its $150,000 of outstanding bonds. The $100,000 balance of the 
$250,000 cash increase will be left in the business, thus replacing, as it were, the 
$100,000 withdrawn from the business prior to its incorporation. After the bond re¬ 
demption, the balance sheet will read the same as did the proprietorship statement 
before any assets were withdrawn from the business, except that the individual owner’s 
capital account will show as corporate capital and surplus: 


Assets 


Cash . $125,000 

Accounts Receivable. 50,000 

United States Bonds. 75,000 

Inventory . 100,000 

Real Estate. 40,000 

Miscellaneous Assets. 10,000 

Total. $400,000 


Liabilities 


Accounts Payable. $ 30,000 

Miscellaneous Current 

Liabilities . 70,000 

Capital . 50,000 

Sur T>lus . 250,000 

Total. $400,000 


If followed by a period of earnings such as we have imagined above, the thin incor¬ 
poration will have resulted in two significant tax advantages: (1) the stockholders will 
have withdrawn from the business $250,000 entirely free of income tax to themselves; 
(2) the thin corporation may have postponed its day of reckoning under Section 102. 
The first advantage is based on the premises that both the $100,000 withdrawal froip 
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the individual business and the later $150,000 bond redemption are not taxable income. 
We shall examine both premises later in this paper and conclude that under certain 
circumstances these receipts might be taxable. Since these tax possibilities can be 
guarded against and probably avoided, it may be assumed for present purposes that the 

.$250 000 will be received free of any individual tax burden. 

It is revealing to consider at this point how much business a “thick corporation, 
originally capitalized for $300,000, would have to do in order to net its stockholder 
$250 000 in pocket after taxes and maintain its net worth at $300,000. We have 
assumed that the sole stockholder’s salary and outside income bring him $20,000 a year, 
on which an income tax of $5,890 results. To net him $250,000 after taxes, the thick 
corporation will have to pay him approximately $1,032,000 in dividends. This assumes 
that the dividends are paid out at the rate of $129,000 per year for 8 years. In order 
to pay both that $1,032,000 and its 38 per cent income tax, the corporation will have 
to derive a net income of about $1,665,000 as compared to the $400,000 required of 
the thin corporation to obtain the same results. (This does not provide for additional 
working capital required.) 

As the final step in determining the in-pocket advantages of a thin corporation, we 
may contrast the volume of gross income required of a thick corporation to equal the 
performance of a thin one. We may assume that the business, once it has attained a 
net annual income of $50,000, adds to its net income 10 cents of each dollar of added 
volume. Since the conventional corporation needs $1,265,000 more net income than its 
flimsier companion, it will have to gross $12,650,000 more! 

The Treasury is well aware of this situation and is now making substantial 
efforts to nullify the advantages of heavy debt, particularly where a company 
is financed with a sliver of equity and a mountain of debt. However, there 
remain important financial and tax advantages in a capital structure which 
makes full use of the basic credit capacity to which a projected business is 
entitled. There are valid reasons for the organizers and owners of a new 
business to limit their risk by putting up part of the money required as a loan 
rather than a stock investment. In deciding how far one should go in taking 
loans from stockholders, care must be exercised not to impair the new com¬ 
pany’s present and future credit position. The counsel of an experienced 
tax man should be obtained to be sure that the corporation’s capital structure 
is not being set up in such a thin layer of equity as to constitute an invitation 
to the tax authorities to question the legitimacy of the debt financing. Mr. 
Schlesinger’s article in the Harvard Law Review offers a good picture of the 
potential complications on this score. 

Capital requirements vs. income. From the standpoint of the investor in 
the corporation, a thin capital structure will offer opportunity to accrue 
capital gain which need not be taxed until realized, and which when realized 
is taxed more favorably than dividends received from the corporation. If the 
corporation is launched with $100,000 of debt, roughly $165,000 can be 
earned before corporate taxes and used to retire that debt. This will produce 
a capital appreciation of $100,000 for the investor which will not be taxed 
until and unless he sells his stock, and then the tax on $100,000 appreciation 
will not exceed $25,000 under present rules. If the investors are in the 50 per 
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cent bracket, on the other hand, and the corporation is formed without debt, 
the same corporate earnings before taxes would be taxed immediately when 
distributed as dividends to them and the tax would be $50,000 or more. An¬ 
other way of looking at it is that subsequent earnings would be distributed 
over a smaller capital base after debt has been paid off, whereas if equity is 
used exclusively, subsequent earnings will continue to be distributed over a 
larger capital base. This may make a substantial difference in the values at 
which the two investments would be appraised over the long haul. 

Recovery of capital via bonds vs. stock. A further major reason for putting 
money into a business enterprise as a loan rather than as a stock investment 
is that it is very much easier to get the money back when one has made a 
loan. A stockholder receives repayment of a loan without tax. When even 
preferred stock is retired, there is grave risk that it will be considered essen¬ 
tially equivalent to a dividend distribution by the Treasury and treated as a 
fully taxable dividend. Thus a corporation would have to earn $165,000 
before corporate taxes in order to return $100,000 of capital to a bond¬ 
holder. But to return $100,000 of capital to a stockholder in the 50 per cent 

racket, a corporate business might have to earn as much as $330,000 before 

corporate taxes. Again there are technical pitfalls in designing a proper ratio 

Detween equity and debt, and in designing the instruments of debt so that 

they are not likely to be construed as equity. Only experienced tax counsel 
will afford protection from these pitfalls. 

Whet an investor buys and risks after taxes. In seeking capital with which 
to finance a business, it is important to understand the psychology of people 
with accumulated savings, to know exactly what a successful investment will 
mean to them after taxes, and to know the special significance which a 
sharply graduated income tax structure gives to the loss of capital already 
accumulated. The greatest appeal which may be offered to many investors 
is that of achieving a capital gain which will not be taxed until realized 
and which then receives favorable tax treatment. The return on dividend 
income is substantially reduced by taxes, so that in presenting an investment 
it is important to capitalize the dividend which may be hoped for, and, as 
suggested above, to offer a capital structure which promises a build-up of 
equity (by the retirement of debt or otherwise). For example, to a man in 
the $50,000 surtax bracket, an investment in a corporate business which 
will earn 20 per cent before taxes will mean only a return of a little over 
4 per cent after corporate and individual tax. But it will mean a 12 per cent 
return before individual tax, and if this can be capitalized at 8 per cent it 

will mean a 50 per cent capital gain, which will be much more interesting 
than a 4 per cent annual yield after taxes. 

The reduction of reward effected by the income-tax structure has made 
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Net return to an individual from investment in— 


Years t it would take to recover 
the loss from a bad SI0,000 
investment from the income of 
a good SI0,000 investment in — 


Surtax 
income be¬ 
fore in¬ 
vest¬ 
ment 


Common 
stock of 
corporation 
earning 10% 
before Federal 
tax, %t 


SI,000 
2,000 
4,000 
6,000 
8,000 
10,000 
12,000 
14,000 
16,000 
18,000 
20,000 
22,000 
26,000 
32,000 
38,000 
44,000 
50,000 
60,000 
70,000 
80,000 
90,000 
100,000 
136,719 
150,000 
200,000 


5.17 

5.00 

4.78 

4.56 

4.34 

4.13 
3.85 

3.64 
3.47 
3.31 

3.14 
2.98 
2.82 

2.65 

2.44 
2.27 
2.11 
1.94 
1 .78 
1 .62 

1.45 

1.34 
1 .22 
1.16 
1.11 


Proprie¬ 

torship 

earning 

10 %,% 


6% 3% 

ibond,% bond,% 


Corporate 
stock where 
10% was 
earned before 
Federal tax, % 


8.34 

8.064 

7.712 

7.36 

7.008 

6.656 

6.216 

5.864 

5.60 

5.336 

5.072 

4.808 

4.544 

4.28 

3.928 

3.664 

3.40 

3.136 

2.872 

2.608 

2.344 

2.168 

1.968 

1.877 

1.787 


5.00 
4.838 
4.627 
4.416 
4.205 
3.994 
3.73 
3.518 
3.36 
3.202 
3.043 
2.885 
2.726 
2.568 
2.357 
2.198 
2.04 
1 .882 
1.723 
1.565 
1.406 
1.30 
1.18 
1.126 
1.072 


2.502 
2.419 
2.314 
2.208 
2.103 
1 .997 
1 .865 
1 .759 
1.68 
1 .601 
1.522 
1.443 
1.363 
1 .284 
1 .178 
1 .099 
1 .02 
0.941 
0.862 
0.783 
0.703 
0.65 
0.59 
0.563 
0.536 


17.7 

18.1 

18.5 
19 

19.7 

20.2 

21.1 

21.8 

22.4 
23 

24.1 

24.8 

25.8 

26.9 

28.5 

30.2 

31.8 
33.7 

36.1 
39 

42.4 

45.3 
49 

51.1 
53.1§ 


6 % 


3% 


bond,% bond,% 


18.3 

18.7 

19.2 

19.7 

20.3 

20.8 

21.8 

22.5 

23.2 

23.8 

24.8 

25.7 

26.7 

27.8 

29.5 

31.2 

32.8 

34.8 

37.3 

40.3 

43.8 

46.8 

50.7 

52.8 
54.8§ 


36.6 

37.4 

38.4 

39.4 

40.6 

41.6 

43.6 
45.0 

46.4 

47.6 

49.6 
51 .4 

53.4 

55.6 
59.0 

62.4 

65.6 

69.6 

74.6 

80.6 

86.6 

93.6 

101.4 

105.6 
109.6§ 


* Prepared by the author in collaboration with L. Robert Driver, 

t The last three columns show the number of years it would take for the income (at 
rates shown) on a good investment of $10,000 to equal the loss of a similar investment 
of $10,000 which was lost. Due allowance has been made for the tax saved by being 
able to charge off $1,000 a year for 5 years. 

+ This is where an individual bought a stock earning 10 per cent on the price he paid 
before deducting the Federal corporate-income tax. Since the corporate tax is 38 per 
cent, the greatest gross return the stockholder could get would be per cent. The 
return in the several columns is the net return after the individual’s Federal income tax. 

§ The number of years would be more if the investment were larger. The reason for 
this is that, on an investment of $10,000, the $5,000 which could be charged off at the 
rate of $1,000 a year is one-half the investment. If we assume that the investment was 
$100,000, it would take the investor in the highest tax bracket 86.6 years, 89.4 years, 
and 179.8 years, respectively, to recover the loss. 
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many people lose interest in risk investment, but a more powerful lever in 
that direction is the difficulty in replacing lost capital. Thus if a man with 
a surtax income of $50,000 lost $10,000 in an unsuccessful risk investment, 
he would have to receive 3 per cent on a good $10,000 investment for over 
65 years in order to make up his loss. That is a long sentence, and it will 
take ingenuity to raise capital for a risk investment in the face of the degree 
to which the reward is reduced by taxes and the risk multiplied by the 
difficulty of replenishing loss. The table on page 64 shows how the return 
and loss factors work after taxes for individuals in the various surtax brackets. 

3. Equity financing—ways and means 

The investment banker . The investment banker undertakes to funnel the 
savings of the public into productive use. An experienced investment banker 
will be of great value in developing the most desirable financial structure. 

n formulating the correct ratio between common stock, preferred stock, and 
bonds, between long-term and short-term debt, he will be able to contribute 
seasoned experience in appraising the immediate and future financial need 
of business ventures and also an up-to-date knowledge of what types of 
securities and what rate of return will attract public funds. 

Ordinarily the investment banker does not invest any of his own funds. 

He is a middleman or an agent in procuring the funds of the public. He may 

underwrite an issue, that is, guarantee that it will be sold and that he himself 

will buy any portion to which the public does not subscribe. On companies 

which do not have an investment record, it is more likely that he will limit 

his commitment to undertaking to sell the company’s securities to investors 

without committing himself to purchase any shares which the public does not 

take up within a specified time period. In almost every city in the United 

States there are security dealers who may undertake to sell a new issue of 

common stock to the local investing public. It is the business of these security 

dealers to know and appraise companies and their securities and to be in 

touch with local investors. Most local security dealers do not underwrite or 

purchase securities for resale to the public. They limit themselves to an 

agency basis under which they undertake the sale of securities on a best- 
efforts basis. 

Cost of flotation. The cost of selling securities to the public, whether com¬ 
mon stock, preferred stock, or bonds, goes up sharply as the issue becomes 
smaller. The two main reasons for this are that a larger issue absorbs fixed 
costs such as printing, legal fees, etc., over a larger number of securities and 
dollars. Also the smaller issues are likely to come from companies whose 
investment merits are unproved and therefore require more costly and inten¬ 
sive selling efforts. For the three years 1945 to 1947, studies of the Securities 
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and Exchange Commission show the following percentage costs for floating 
issues of various kinds: 

Cost of Flotation as a Per Cent of Gross Proceeds, 

Three Years, 1945 to 1947 


Size of flotation, millions 



Un¬ 
der 
SO . 5 

80.5 

to 

SI .0 

SI .0 

to 

S2.0 

S2.0 

to 

S5.0 

S5.0 

to 

sio.o 

SIO.O 

to 

S20.0 

S20.0 

to 

S50.0 

550 0 
and 

over 

All 

Sizes 

Common stock: 







7.88 


8.77 

Commission and discount. . . . 

24.39 

15.55 

12.30 

8.24 

6.67 

7.64 


Other expenses. 

4.59 

3.01 

2.05 

1.25 

0.91 

0.67 

0.33 


1.13 

Total. 

28.98 

18.56 

14.35 

9.49 

7.58 

8.31 

8.21 


9.90 

Preferred stock: 







3.15 

2.00 

3.43 

(Inmmiwion and (llSCOlint . 


9.20 

8.32 

4.59 

3.37 

2.80 

V_>V/1111111 .XJI V_/11 Uliu * * • • • 

Other expenses. 


3.04 

2.16 

1.19 

0.88 

0.68 

0.44 

0.25 

0.75 

Total T . ,. 


12.24 

10.48 

5.78 

4.25 

3.48 

3.59 

2.25 

4.18 

Ronds: 









i 0.88 

Commission and discount .... 

4.98 

6.44 

3.18 

1.58 

0.98 

1.26 

1 .01 

0.65 

Other expenses . 

1.74 

3.58 

2.06 

1.26 

1.06 

0.69 

0.51 

0.42 

» 0.55 

Total. 

6.72 

10.02 

5.24 

2.84 

2.04 

1.95 

1.52 

: i.o* 

1 1.43 


Commissions and discount go to pay for the services of the underwriter 
and his salesman for their time and effort in digging up people with savings 
to put in a business venture. Principal expense items are legal fees, account¬ 
ing fees, engineering and appraising, printing and engraving, Federal and 
state stamp taxes and fees, and payments to trustees and transfer agents. 

Securities and Exchange Commission. The Federal Securities Act of 1933 
seeks to protect investors by requiring companies which offer securities for 
public sales to disclose financial and other information about the company s 
business, its principals, and the securities to be issued. It also prohibits mis¬ 
representation and other fraudulent acts and practices in the sale of securi¬ 
ties. Disclosure of information is provided by the filing of registration state¬ 
ments with the SEC and by requiring delivery of an informative prospectus 
(selling circular) based on the registration statement. Issuance of common 
stock and other securities may be exempt from SEC requirements if it 
fits into one of these categories: 
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Private offerings to a limited number of persons 

Offers to the residents of a single state by companies organized and doing 
business in that state 

Offerings not in excess of $300,000 made in compliance with specified con¬ 
ditions laid down by SEC 

The fraud provision of the law applies to all sales of securities in interstate 

commerce or by use of the mails, whether or not they are exempt from 
registration. 

In general, the registration forms call for disclosure of information such 
as (1) description of the registrant’s business and its development, (2) 
description of the significant provisions of the security to be offered for sale 
and its relationship to the registrant’s other capital securities, (3) informa¬ 
tion as to the management, how much it is paid by the registrant, and what 
dealings it has with him, and (4) certified financial statements, including 

a balance sheet, profit-and-loss statements for a 3-year period, and detailed 
supporting schedules. 

Private sources . Small business needing capital of under $100,000 rarely 
obtains it by selling shares to the general public, nor is it economical for a 
small business to seek capital that way. Such enterprises depend to some 
extent on bank borrowing and trade credits. For the equity money they look 
to their own personal savings, to friends and relatives, to a limited number of 
local businessmen who may be ready to go into a new venture, and some¬ 
times to companies which they supply or services to which they constitute 
an outlet. Companies sometimes get equity money from employees, from 
their customers, and from dealers and suppliers. 

Common stock. The individuals who buy the common stock of a corpora¬ 
tion bear the ultimate risk. It is they who will enjoy the major fruits of its 
success or take the first loss of its failure. An individual bears this risk of 
buying common stock in the hope and expectation that his investment will 
be secured by the assets into which his money will be converted and that the 
enterprise will create enough value to pay him a return on his money. As a 
common stockholder he gets no guaranty of return or rate of return, and 
he will not receive anything until interest has been paid to creditors and 
dividends to preferred stockholders, if any. For assuming the brunt of the 
nsk, an individual putting his savings into common stock usually wants some 
expectancy that earnings available for common stock will be enough so that, 
after the enterprise has proved its capacity to earn, less venturesome individ¬ 
uals will be willing to pay more for his stock and take a smaller but now more 
assured rate of return. That’s how capital values are enhanced as earnings 
mature and the risk is shaken out of an enterprise. That’s why an investor 
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in the common stock of a new enterprise wants to sec that the business may 
be capable of earning more than a normal investment return. That s why, in 
offering common stock to prospective investors, it is necessary to project a 
possible and a probable rate of return. A cautious investor will want to see 
that prior charges will be serviced and that he will get an investment return 
on his money if the business, for example, operates at from ;>0 to 7.) per cent 
of its capacity. The working figure will vary with the risk element in the 
enterprise and the stability of the particular line of business. Such prudent 
discounting of maximum results should be presented to give the investor 
some degree of safety. Then, the compensation for remaining risk will have 
to come from the prospect of substantial profit and capital appreciation, if 
the business should exceed the discounted level and achieve maximum 
volume and profit ability. In judging the rate of return which will be attrac¬ 
tive to investors, one should compare the probable investment yields with 
those shown by profitable companies. At a time when going companies with 
years of successful experience are selling at a price where the established 
dividend rate yields 8 per cent, it will be necessary to show the prospect of 
a substantially higher return in order to interest a prudent investor in taking 
the risk of an unproved enterprise. When securities are selling below their 


book value and at a price where dividend rates show a high rate of return on 
money used to buy securities available and salable on public exchanges, it 
becomes very difficult to raise money for a new company or to expand an 
existing company without seriously diluting the equity of present stock¬ 
holders. 

Preferred stock. Investors may be more willing to put capital into an 
enterprise if they are given a prior right to dividends and a first claim on 
assets if the business should be terminated and liquidated. This is accom¬ 
plished by issuance of preferred stock. In financing a small company, pre¬ 
ferred stock may be particularly appropriate where the individuals who are 
to be active have put up only a small proportion of the available money. 
Investors who are not to be active may be given a participation in the 
ultimate success of the business by buying common shares at a relatively low 
price and may also be given priority as to the major portion of their invest¬ 
ment by the issuance of stock preferred as to dividends and distribution. 

There arc many varieties of preferred stock. It may be cumulative or 
noncumulative. If, when a company fails to pay the prescribed rate of 
dividend on preferred stock, the arrears are accumulated and the accumula¬ 
tion must be paid before dividends can be declared on the common stock, 
preferred stock is said to be cumulative. If dividends on preferred stock are 
payable only as earned, and failure to pay the dividend in any one year does 
not create any obligation to make up the deficiency in subsequent years, a 
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preferred stock is said to be noncumulative. Preferred stock may be callable 
or noncallable. If, at a specified time, it may be retired upon payment of 
a specified redemption price, a preferred stock is said to be callable. If it 
carries no such provisions, it is noncallable. A preferred stock may be par¬ 
ticipating or nonparticipating. It is participating if it is provided that after 
the common has received a specified rate or amount of dividends, additional 
dividends are to be shared with the preferred on some specified basis. The 
participation itself may be limited so that after the preferred receives a 
specified dividend over and above the required rate it no longer shares in 
profits beyond that point. If the preferred stock is to receive only the speci¬ 
fied rate of dividend and that is the limit no matter how high the dividend 
on the common, then it is a nonparticipating preferred stock. The issuance 
of a preferred stock may provide that a sinking fund is to be established 
to redeem the preferred stock. The requirements and existence of a sinking 
fund usually improve the attractiveness and the value of a preferred stock. 

Conversion privileges. If the ordinary limited returns upon preferred 
stock or upon bonds is insufficient to attract investment money, a further 

TTiT may take the form of conversion features. This privilege permits 
the holder to convert his stocks or bonds into a stipulated number of common 

shares whenever he believes that it is to his advantage to do so within speci- 
ed time limits. Thus, in addition to a prior claim on earnings and assets 
the holder of a preferred stock or bond can be given a participation in the 
appreciation of value which will come to the common stock if the business is 
successful. Whenever the value of common stock exceeds the rate at which 
preferred stock can be converted into common, sufficiently to compensate 
the holder for the priority he gives up, the conversion option will normally 
be exercised. If a preferred stock has a face value of $100 and is convertible 
into four shares of common, the preferred stockholders get an extra run for 
their money because, when the value of the common stock moves beyond $25 
and looks as though it will stay there, a profitable conversion can be made. 
The existence of a conversion privilege is frequently considered a sign of 
financial weakness. It is an indication that the company could not obtain 
funds entirely on its own credit standing. On the other hand, when conver¬ 
sions are made, a company strengthens its financial structure because it is 
relieved of fixed charges and enhances its equity base. Its capacity to issue 
new securities to meet emergencies and to expand is improved. The trick in 
using conversion privileges to advantage is to place the price at which the 
privilege may be exercised low enough to make it attractive, and yet not so 
low that it will unduly dilute the per-share value of the common stock and so 
injure the position of the original holders of common stock. The conversion 
price must be placed somewhat above the market price of the common stock 
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at the time the new security is being sold. If it is placed too high above the 
prevailing market price, its value in attracting investors to the new security 
is diminished. If it is placed too close to the market price, the present com¬ 
mon stockholders will share the profits from the risk they have been bearing 
at too early a date. If a preferred stockholder has the option of acquiring 
common stock at $50 per share, and the stock appreciates to $80 before any 
conversions are made, the conversions will dilute the value of the equity and 
bring the per-share value of the common stock down below $80. Earning 
power per share will be similarly diluted because a given level of earnings 
applicable to common will have to be shared with that many additional 
holders of common stock. The interests of the common stockholders may be 
protected to some extent by so arranging the conversion privilege that the 
conversion price will be raised by gradual steps over a period of years. 

Sale of additional stock to stockholders. Going concerns generally finance 
their expansions by ofTering, at least initially, new common stock to existing 
stockholders. Most corporations have charters which give existing stock¬ 
holders preemptive rights on the issue of additional common stock. This is 
done in order to give stockholders an opportunity to preserve their control 
and their share of surplus and goodwill. The new stock is offered for less 
than current market or book value. The technique of offering existing stock¬ 
holders privilege subscriptions to new stock usually involves the issuance of 
rights or warrants. Such rights arc readily transferable and have a market 
value that depends upon the spread between the market price of the stock 
and the subscription price at which the rights may be exercised. An offer of 
a security by the issuance of rights to existing stockholders may be under¬ 
written by investment bankers. The offering of subscription rights will fail 
if the market price falls below the subscription price during the subscription 
period. This risk may be calculated and hedged in these terms: 

The issue must be small enough to be absorbed. Existing stockholders are 
much more likely to absorb another 10 per cent addition to outstanding 
stock than a doubling of outstanding stock. For this reason, it may be 
desirable to spread an expansion program over a period of years and 
offer rights in a succession of small amounts rather than in a single large 
offering. 

The greater the spread between market price and the price at which new 
stock may be acquired, the greater the chance that the market price will 
stay above subscription price and that the offering will be a success. 

The investment quality of the stock, its market performance of the past, 
and the general business outlook must be gauged. Finally, the distribu¬ 
tion of stock holdings, the kind of stockholders (wealthy, medium, or 
small; safety-minded or speculation-minded) and the size of their hold¬ 
ings must be carefully evaluated. 
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Employees as stockholders. There’s been a marked revival of stock offer¬ 
ings to employees in big corporations. Dow Chemical, United Air Lines 
Westmghouse Electric, Jewel Tea, Sun Oil, and several others have made 
substantial offerings to employees in the past year. In almost every case 

t eres been real interest and broad participation from run-of-the-mill 
workers. 

The principal motive lies in employee relations; acquisition of capital has 
been a secondary consideration. Most companies experienced in stock- 
purchase plans say that stock ownership has developed loyalty, heightened 
cooperation, and generally increased productivity. 

In smaller companies the financing angle may be all-important. Stock 
sales to employees are often the most convenient and inexpensive method of 
uilding up cash funds. Although the money comes in slowly (and techni¬ 
cally you re not adding to capital account until each share is fully paid fori 

E^operaffng P ° Sltl ° n ma y be strengthened by the fact that a successful plan 

cesdul r !f liZe T eXt£nt ° f em P>°y ee ownership in a variety of suc¬ 

cessful large and small companies. Almost 20 per cent of Sears Roebuck 

stock is owned by the 81,000 members of its saving and profit-sharing fund 

prominent New England lumber firm, a successful northeastern metal- 

processing firm and a large New York commercial laundry have all used 

nrinr° ye ^ pUrchaSe , pIans for man y Y^rs; today the employees constitute the 
principal minority interest in these companies 

Any plan has to be tailored to individual circumstances, but there are cer¬ 
tain features which should be incorporated in any stock-purchase plan 
designed for broad employee participation: 

To be productive from the employee-relations standpoint, the plan must 
provide for broad worker participation. Many companies allow only 
the executive group to buy stock on attractive terms. While this is l 
r: d ri l ° P rovide management incentive, it fails to build morale 

F] . the , m . e j can even be a dra g on general employee relations 
El.gibd.ty should be lunited to employees with reasonable length of serv¬ 
ice a minimum of one or two years. It is also well to restrict the 

foT^ch $200 f . empl ° yee > Wbh a maximum such as one share 

t 200 f ani ? Ua ' earnin gs. The sour experience of employee 

fimifw 1 T - P m Peri ° d 1925 *° 1935 proves the wisdom of 

savings* partlCipatIon to a reason abIe portion of the worker’s total 

The open subscription period should be long enough (at least a month 1 
so that employees can consider the plan carefully. A definite limit on 
subscription time and amount of stock simplifies bookkeeping and pro¬ 
vides an effective control mechanism. S P 
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Price should be set at some discount below the going market price or val¬ 
uation; around 10 to 15 per cent is a sound figure. This makes he 
offering attractive to employees and actually costs you less than the 

average public underwriting of a small stock issue. 

The plan must allow for liberal installment purchases; payments should 
he spread over a sufficiently long period so that they aren t burdensome. 

A weekly payroll deduction of $1 or a monthly deduction of $5 has 
proved a workable figure. The payment period can be extended to 3 or 
4 years, but it’s a good idea to require a down payment of a few dollars 

per share. 

It’s advisable to credit the employee with a modest rate of interest to put 
the installment purchase account on the same basis as a savings account. 
Some firms credit dividends on the number of shares applied for and 

reserved. 

Provide for closing out the account in the case of employment termination. 
Where the stock is publicly traded there isn’t much problem; you can 
simply refund the balance in the worker’s account and ofTer to buy back 
the shares already in his name. But in a closely held company the stock 
purchase application should provide for reacquisition by the company. 

Be sure that the offering prospectus points out the risks of stock ownership. 
Employees must clearly understand that in return for the benefits of owner¬ 
ship they are assuming the normal risks inherent in equity ownership. Some 
companies even give the employee a period to reconsider his purchase each 
time a share is fully paid for and ready to be registered in his name; if he 
wants to back out, his payments are refunded in full. 

Stock purchase plans arc often tied in with a profit-sharing arrangement, 
especially in smaller companies. Typically, this provides that a set per¬ 
centage (around 20 per cent) of net income after dividends will be used to 
purchase stock through an employees’ stock-purchase fund. Individual 
ownership is determined according to a formula based on annual straight- 
time earnings and length of service. Some plans provide for company par¬ 
ticipation through direct payments to individual employee accounts ($1 for 
every $5 or $4 paid in by employees). 

Any closely held corporation considering an employee stock-ownership 
plan must realize that “corporate privacy’* will be lost. Outside ownership 
always raises the possibility that you’ll be called on for a considerable amount 
of financial information on your business. This is true even if the offering 
is small enough so that you’re exempt from formal SEC registration. 

Intercompany financing. It is not uncommon for large companies to give 
financial aid to smaller companies to whom they sell or from whom they buy. 
The advances of the larger companies in such cases are not viewed as invest¬ 
ments that return a yield but as a common-sense method of promoting an 
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outlet for goods or of preserving a source of supply. In a seller’s market the 

flow of funds is from large companies to small company suppliers. In a 

buyers market the flow is from large companies to smaller company cus¬ 
tomers. 

Investors with an interest hope for more than a satisfactory return on their 
investment. As a rule such an investor looks forward to a long period of 
mutually profitable trade transactions between himself and the debtor. More 
o ten than not, the profit to be derived from these transactions dwarfs the 
return promised on the investment and renders safety a matter of secondary 

™ PO nnn nCC ' BaCk 1903 3 certain lar S e mail-order house advanced 
•¥30,000 to one of its suppliers. The eyes of the officials who decided upon 

this advance were focused not on the interest charged on this loan but on 
the profits that would accrue to the larger company from the sale of the 
debtor s product during the course of the next 50 years. An economic by¬ 
product of this particular loan was the conversion of a small struggling 
producer into the world’s largest manufacturer in the line. Today the" com¬ 
pany boasts nine factories and four display rooms. A portion of its product 

1S Stl “ ma f ket " d throu S h th <= mail-order house, but it also sells to a large 
number of independently owned retail outlets, many of whom owe thdr 
existence to the aid given them by the manufacturer, 
here are three types of intercompany aid: 

The most common form of intercompany financial aid grows from the 
practice of selling merchandise on credit. When the seller himself 
cannot afford to finance the sale, he often takes the burr’s no " for 
discount. In this way his credit standing causes bank credit to be made 
available to buyers who normally would not be able to demand bank 
accommodation. Examples of seller financing through intercompany 

Most oTthT t0 T' “ COmm ° n P ractice in the automobile field. 
Most of the large trucking companies that exist today started when a 

driver made a down payment on a truck, agreeing to pay off the bal 

ance on an installment basis. Small road contractors fmqucn^y pu - 

ehase equipment in this manner. The chief disadvantage of ordinary 

„ r . . ^ -term credit and must be 

renewed from time to time. If business activity declines, the supplier of 

the credit may become alarmed and curtail his aid, and thitWould 
deprive a small business venture of credit at a time of its greatest need 
I he only restraining influence on such curtailments is the desire of the 
larger company for a continued outlet for its goods. 

Of much greater value to a small company is a grant of credit by one 
of its suppliers for purposes other than to finance a sale by the latter 
and on terms such as do not make it necessary to renew the contract 
p lodically. Examples of such advances are purchases by large com- 
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panics of the common stock, preferred stock, or long-term bonds of a 
Smaller company. The interest of the larger company in such cases is 
“ m o S t always to conserve or to strengthen an outlet for its own prod¬ 
ucts Thus in 1939 we find a certain large oil company purchasing 
$400 000 of the 3 per cent notes of a national trucking company 
During liquidation proceedings for a prominent furniture company, it 
was revealed that a large radio manufacturer (who was a customer of 
the furniture company) and a certain truck company (who sold 
transportation services to the furniture company) had jointly advanced 
the company $950,000 of funds. The pages of Moody s Investment 
Manuals contain numerous examples of companies that have purchased 
the stocks and bonds of the smaller companies to whom they sell. 

It is even more common practice for large corporate buyers to extend 
financial aid to smaller corporate sellers, the motivating interest ot 
the larger company being to conserve and to strengthen an important 
source of supply. The effect is often to develop the weaker company 
into a strong producer. An officer of a large mercantile corporation 

writes: 


Our company has for many years given financial assistance to smaUcr companiM, 
many of which arc our most valued sources. Capital is made available in three ways. 

1. Direct lending of money to small manufacturers during their peak production 
season. 

2. Investment of money in factories through the purchase of stock. 

3. Arrangements through field warehousing financing companies. 

That such aid proves beneficial and is appreciated is obvious from the 
following comment of the treasurer of one of the recipient companies: 

In the early years of our company, some 25 or 30 years ago when our business was 
very small, one of our large corporate customers did at times render financial assistance 
to us by advancing sums of money upon request when wc were in special need of it. 
In that way they were a very direct assistance to a small struggling company. Although 
we might have secured funds elsewhere, nevertheless they did give us assistance when 
the need was great and thereby, no doubt, were instrumental in developing a strong 
source for the products which we manufacture for them. 

I believe that large companies often do just that in assisting their smaller sources of 
supply, especially in difficult economic times. 


Customers as stockholders. Utilities and railroads have sold stock exten¬ 
sively to customers. Distributors have purchased stock in companies making 
products which they handle. The United Drug Company was financed by 
druggists who handled “Rexall” products manufactured by the company. 
Customer stock ownership is sometimes an effective and an economical way 
to raise capital. It is frequently conceived as a method of tying the customers 
to the company and ensuring continued business with them. This method 
may backfire, particularly when the fall in the value of stock creates dissatis- 
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faction in a customer who may be satisfied with the product and the service 
he is receiving. 

Contract advances. Some companies have been able to do some of their 
initial financing and expansion financing by getting customers to make de¬ 
posits or to advance money on contracts. During the war, advance payments 
on war-production contracts constituted a significant source of finance. Large 

companies will give this kind of aid to companies which they seek to develop 
or maintain as supply sources. 

Dealers as stockholders. The floating of two new motor companies and one 
appliance company just after the war involved financial help from dealers 
and potential dealers. There are a number of ways in which money can be 
raised from dealers. Stock ownership may be made a requirement for obtain- 
ing a franchise. The franchise itself may be sold for a cash payment without 
the dealer obtaining any stock. As a condition for obtaining a franchise, 
advance payments may be required against the acquisition of inventories. 
Payments for a franchise may be in the nature of earnest payments, with the 
franchise holder given an opportunity to recover his initial payment for the 
franchise by obtaining a credit against subsequent purchases from the com¬ 
pany whose product he is distributing. If he docs enough business he recovers 
the amount he paid for his franchise against the cost of goods purchased by 
him for resale. The manufacturer gets working capital from the franchise 
holder, who is then given an opportunity to earn his money back by doing a 
job in developing volume sale of the manufacturer’s goods. 

The extent to which financial help can be obtained from dealers is a trad¬ 
ing matter which depends on how salable and how profitable the manufac¬ 
turer’s product is judged to be. It was by tapping his dealers for money that 
Henry Ford retained his ownership of his motor company and was able to 

expand and meet financial crises without bringing in public ownership 
through Wall Street. P 

4. Debt financing—ways and means 

Bond issues. Bonds give the investor a fixed claim on assets and a fixed 
income rate. They give the owners of a corporation financing without dilut¬ 
ing their control or ownership. Prevailing low interest rates and deduction 
of interest in computing corporate tax make bond financing cheap. Bonds 
carry a fixed charge which may be burdensome in adversity. They also have 
a fixed maturity value, which gives the equity owners the full value of any 
increment in value enjoyed by corporate property. 

Bonds which are secured by mortgage on the corporation’s real property, 
such as mortgage bonds, or by other tangible property such as equipment 
trust certificates, or by securities or intangible assets, pledged in trust as 
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collateral trust bonds, can usually be arranged for longer maturities and at 
lower interest rates. 

Debenture bonds are secured only by the general credit of the company. 

It may be provided that if a mortgage is issued in any subsequent financing, 
outstanding debentures will share in the lien equally and ratably with the 
new financing. In closely held companies, in order to bolster general credit, 
it is sometimes provided that debentures issued to stockholders will be sub¬ 
ordinated to the claims of general creditors. Debenture bonds maybe given 
extra attraction by making them convertible into stock, or by issuing a 
warrant to each bondholder which gives the bondholder the right to purchase 
common stock at specified prices. This gives the bondholder a share in the 
prosperity of the first-risk stockholders, if the company is successful. 

Ronds have been issued which give bondholders a right to participate in 
stock earnings over and above a certain level. This is a doubtful practice. 
Where it is desired to give bondholders an equity stake, it is probably better 
to sell them a package with some low-cost stock with each debenture. This 
permits each bondholder to separate his two investments and sell each of! 
separately and gives the corporation a more rational capital structure. 

There arc such things as income bonds which require payment of interest 
only on an “as and if earned” basis. This practice is doubtful because it runs 
into a question as to whether the securities are really bonds or preferred stock, 
and whether the payments arc deductible or nondeductible interest for tax 
purposes. It also opens up endless dispute as to whether the accounting, 
which shows either income or the lack thereof, is valid. 

Requiring the establishment and maintenance of a sinking fund to retire 
a bond issue enhances its value. Financing flexibility is imparted by the 
provision that bonds may be called before maturity. 

Tax counsel must be consulted to assure that bonds are not likely to lose 
their tax advantages by being treated as preferred stock— 

Because the ratio of debt to stock is inordinately high 

Because bonds are subordinated to bank loans and creditors 

Because interest is contingent on earnings 

Because stockholders hold notes in the same proportion as they hold stock 

Any combination of these factors makes it possible for the Treasury to 
contend that the bonds are in fact the equivalent of stock. 

Mortgage loans. Long-term mortgages secured by first liens on improved 
real property are a cheap source of working capital. Current high valuation 
of industrial and commercial property may allow higher loans and better 
terms than normal. 

Source is principally savings banks and life-insurance companies. Savings 
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banks will usually advance construction loans if a new building is involved, 
charging about */ 2 per cent higher rate until the mortgage becomes effective. 
They are also more active in smaller types of loans. Insurance companies 
prefer to have the facilities completed before the advance is made, except in 
the case of very large loans. 

Amount is usually between 50 and 70 per cent of property’s appraised 
value, which is likely to fall about midway between the prewar evaluation 
and today’s abnormally high level. 

Maturity is usually 10 to 15 years, going up to 20 years on advances of 

$1,000,000 or more. Length of the loan available varies directly with the 
borrower’s credit. 

Cost. Large prime names have been borrowing or refunding until recently 
at around ?> l / 2 per cent interest cost, smaller high-grade mortgages bringing 
5 per cent. Rates have stiffened a full / 2 per cent in the past year. 
Industrial borrowers generally have to pay a higher rate than commercial 
borrowers because the buildings pledged are seldom of general-purpose type 
and the location is likely to be in a less stable area. 

Amortization is generally required, varying from 100 on small and 
medium-sized loans to only about 50 per cent on large mortgages. Interest 
and principal payments are monthly or quarterly in most cases. 

Any institution making mortgage loans is likely to impose curbs on oper- 
ating practices, to supervise financial conditions, and to restrict any other 
type of borrowing. How such conditions might affect present operations and 
plans should be given consideration. For instance, liberal credit-extension 
practices may have to be changed, directly affecting relations with customers. 
Other borrowing activities may be endangered. By pledging valuable fixed 
assets, a business automatically becomes a less desirable risk and may find 
other credit sources drying up. 

Term loans . Commercial banks and insurance companies will extend to a 
company with a good credit rating a loan running for a period of years with 
provision for amortization or retirement over the life of the loan. Insurance 
companies have an interest only in loans over $200,000, but recently some 
companies have consented to participate in smaller loans issued and man¬ 
aged by commercial banks. Such a loan, even if secured, will depend heavily 
on the lender’s appraisal of the long-range expectancy of the company, its 
earning power, and the quality of its management. Term loans are usually 
icstricted to a business having a sufficiently large organization to preclude 
the possibility that payment of a loan might hang on the life and talent of 
one or a few individuals. Stable lines, such as food and merchandising, are 
preferred, and it is difficult for those in an industry like construction, with 
sharp ups and downs, to obtain term-loan financing. 
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The main features of term loans may be summarized as follows: 

Term loans may be for short periods and for small sums. The Federal 
reserve found that 90 per cent of loans in 1946 were small, the average 

being $3,700 . , 

A small term loan is usually secured by real estate or equipment, with 

repayment on an equal-installment basis and maturity within 5 years 

Interest charges run about double the rates for short-term loans. Small 

term loans will be even more expensive 
The lender usually insists that the company agree to follow certain definite 
operating policies. Dividends and salaries may be limited; subordina¬ 
tion of other indebtedness and indorsement of principals may be re¬ 
quired; a dollar limitation on capital expenditures may be fixed; a cove¬ 
nant to maintain and repair property may be required 
A long-term loan is worked out in the form of an unsecured note, accom¬ 
panied by a term-loan agreement. The lender simply relies on the gen¬ 
eral financial strength and the earning prospects of the borrower 
A long-term agreement usually restricts the borrower’s right to pledge his 
fixed assets, and also limits any other long-term borrowing. The bor¬ 
rower is required to maintain certain standards of liquidity, and he must 
provide the lender with periodic financial statements 
Sometimes there is provision for lump-sum payment at maturity, but more 
often the loan takes the form of a group of serial notes which mature at 
different dates. In many cases, there is a single note which is amortized 
on an installment basis 

Trade credit. Credit granted by the seller to the buyer of materials or 
merchandise is called “trade credit.” It is highly important, particularly for 
the small business which has difficulty in raising capital from other sources. 
Granting of trade credit by suppliers of parts and raw materials to manufac¬ 
turers, by manufacturers to wholesalers, and by wholesalers to retailers is a 
well-established practice and is at least as significant a source of financing as 
bank credit. A trade creditor looks at his extensions of credit quite differently 
than does a bank. Trade credit is considered a requirement and aid to sell¬ 
ing. It is usually covered by a profit margin more substantial than usual 
interest rates. Bad-debt losses are not regarded as net loss until the net-profit 
margin on the business has been wiped out. A seller may even feel that if he 
rejects a class of business because of the credit risk, he will lose the contribu¬ 
tion that business makes in covering fixed expenses as well as the possible 
profit margin. Likewise, in extending trade credit the seller is looking for¬ 
ward to establishing a continuing source of repeat sales. Forward-looking 
companies seek to build up trade customers and their credit rating by ex¬ 
tending credit and helping them to merchandise and operate effectively. 
Trade credit is normally extended on the basis of the credit reports of 
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Dun & Bradstreet and other mercantile agencies and credit bureaus. This 

may be supplemented by checks with banks and other supply sources and 

credit references supplied by the buyer. The availability of trade credit will 
vary with the following factors: 

The seller’s own position will govern his willingness and ability to use 
liberal credit in his method of selling his goods 

When inventories are heavy or moving slowly, and when the price outlook 
is dubious, trade credit will become more generously available 
With the introduction of all products to a new market and of new prod¬ 
ucts to a general market, easy credit terms are frequently used to stim¬ 
Longer credit terms may be expected on merchandise which moves slowly 
and has a long turnover period. The need to help distributors carry 
such inventory usually creates a trade practice of fairly long terms. Thus 
a retail jeweler would expect longer terms than a butcher 
oimilarly, the more standard the article, the more likely credit terms are 

to be generous. On novelty items which are difficult to sell, credit terms 
are held very tight 

Customers located a long distance away from a source of supply may be 

able to get longer credit terms on the theory that they have to stock for 
a longer period of time 

In a general depression, competition tends to extend credit terms and, 

even though credit terms are used to stimulate sales, to make sellers 

weed out weak customers and restrict credit to their more stable cus- 
tomers 


The cost of trade credit may be calculated in terms of this discount offered 
or cash. When sellers offer a 30- or 60-day credit term, cash discount is 
or manly allowed for payment made within some specified period of 5 or 
ays. This time is calculated to cover the shipping period and to give the 
oyer a chance to check the merchandise before making his remittance. 

ere a 2 per cent discount is allowed for payment within 10 days and the 
uyer is required to pay the entire bill at the end of the 30-day credit period, 
e s paying 2 per cent for 20 days of credit if he fails to discount his bill—an 
annual rate of interest of 36 per cent. When there is a 2 per cent cash dis¬ 
count for payment in 10 days on a bill payable within 60 days, a buyer not 
? n ? discount is paying 2 per cent for 50 days of credit. When the 
situation is analyzed in this way, most companies will find that bank credit 
ls or inarily cheaper than trade credit, beyond the cash-discount period. 

ommercial paper . Companies which can meet a sufficiently high credit 
stan ing can get short-term funds by arranging for the sale of a paper to 
an. s through commercial paper houses. Notes are made payable to order of 
e lssuer an d indorsed in blank to make them negotiable. Commercial paper 
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TsM in large denominations such as $5,000 and $10,000 with maturity 
normally running from 4 to 6 months. These no.es do not hear mterest but 
are sold at a discount on their face value. Commercial paper houses buy 
such notes from the issuing firms at the going rate of discount, wh.ch depends 
on the credit standing of the firm and the maturity date. A commission 
ranging from / 8 to / 4 per cent on the face value of the paper “ charged to 
the issuer. The commercial paper house resells these notes to banks. The 
commercial paper houses do not guarantee or indorse the notes they sell, and 
the paper depends entirely upon the credit standing of the issuer. To sell 
such unsecured promissory notes in the open market, the issuer must have 
a record of successful operation for a number of years, a reputation for 
prompt payment, and a healthy current financial position as evidenced by 
balance sheets. Short-term financing through the use of commercial paper 
is substantially limited to companies producing standard commodities in 
foodstuff and textile and dry-goods lines, metal goods such as hardware, 
furniture, farm implements, drugs and chemicals, steel, and lumber. Pro¬ 
ducers of specialty and style goods are not likely to be able to sell their 

commercial paper. 


Advantages 

Discount rates are generally lower than 
bank interest. 

Maintenance of deposit balances at one or 
more banks for the purpose of obtain¬ 
ing credit is eliminated. 

The range of credit facilities is broadened. 

Prestige and advertising value increase for 
paper which becomes nationally known 
and respected. Facilitates a subsequent 
security issue. 

Local credit standing is enhanced when a 
company’s paper stands up under the 
test of open-market sale. 


Disadvantages 

Inconvenience of numerous inquiries and 
investigations of those shopping for 
paper. 

Relationship is impersonal without the 
same consideration which a bank will 
accord to maintain a profitable rela¬ 
tionship. 

Paper must be paid on due date. Renewal 
cannot be sought. 

It becomes difficult to sell paper when 
money becomes tight. Bank credit lines 
must be kept open for such emergencies. 


Selecting a bank . The choice of a bank is important in the development 
of proper credit facilities. The development of a good banking relationship 
is a matter of time and successful experience. Also a business is in an advan¬ 
tageous bargaining position at the time a bank is seeking its business. These 
factors make it more important to study the resources and experience of the 
banks which are suitably located in order to make the right choice as soon 
as possible. 

These are the factors to be weighed: 

Size. Does it have the financial resources to satisfy the maximum needed 
for direct bank credit? Sometimes a business may borrow from more than 
one bank, but banks prefer exclusive arrangements which facilitate control 
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over the borrower. Selecting a bank that is larger than necessary may involve 
a loss in attention of more experienced officers. Also an account may be 

more important to a smaller bank, which will therefore tend to give better 
service and perhaps more liberal lending. 

Lending policy. Banks differ in policy and standards, and it is important 

to get the general approach of a bank to determine how much it will lend, 
for how long, and at what interest rates. 

Experience. Is the bank familiar with the specific line of business and its 
special credit problems? 

Officers and personnel. Arc they valuable counselors? Do they have close 
relationships with competing concerns? 

Reputation. Ability to borrow from a conservative and well-known bank 

and to use it as a financial reference may enhance general prestige and credit 
standing. 

Safety. The existence of a satisfactory ratio of capital to deposits and 

liquid funds to business loans will minimize the danger in suffering loss and 

embarrassment from bank failure. Federal deposit insurance affords protec¬ 
tion only up to $10,000. 

Corresponding relationships. Good relations with larger banks may en- 
lance lending ability and provide useful contacts. 

What banks look at. A bank loan officer will study a borrower’s credit 
standing by checking with trade creditors, credit bureaus, and other banks 
and by studying the figures and the past history of the business. The bank 
will have to make a composite appraisal, reflecting its judgment as to the 
character and the ability of the principals, and the tangible values, financial 
resources, and prospects of the business. In looking at a request for a spe¬ 
cific loan, the bank officer will have to satisfy himself that the proposed note 

will be paid at maturity, and that even unforeseen circumstances will not 
involve the bank in serious loss. 

As material for this judgment, the bank officer will analyze 

The ratio of current assets to current liabilities, which indicates liquidity 
The ratio of cost of goods sold during a year to the average inventory, 
which indicates turnover 

The ratio of customers’ receivables to average daily sales, which indicates 
the rate of collection 

The ratio of cash to total current liabilities and to total current assets 
which points up the adequacy of cash position 

When the so-called “acid test” can be met, a borrower’s position is con¬ 
sidered very good. This is the ratio of cash plus customers’ receivables to 
current obligations. If this is 1:1, obligations can be paid without liquidat¬ 
ing any further inventory. This test is too severe and is not strictly applied 
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to many lines of business, particularly those of a seasonal character and 
those conducted on a cash basis where inventory is the largest current 

^ssct |• 

To study the financial soundness of a business and the risk of lending to 

it more intensively, a loan officer will want to know how the money which 
the owners have in the business compares with total debt. Then he wi 
want operating ratios, such as profits and key expense elements to sales, the 
percentage earned on total investment and on net worth, and total turnover 
of operating assets. He will want to appraise the flexibility of cost elements, 
and the pressure which price decreases or volume decline would place on 
margins. Chances for satisfactory bank loans are improved if a borrower is 
prepared to explain how these tests apply to his business and its outlook, and 
how the following factors have shaped up over a 3- to 5-year trend 

Is net working capital dropping? Is there a reserve for expansion. What 
is the current ratio—current assets divided by current liabilities? (Average 
ratio in last quarter of 1947 for companies of all sizes was 2.67.) What is 
the quick ratio—cash, marketable securities, and receivables divided by total 

current liabilities? (Medium-sized firms average 1.2.) 

Too high a ratio of fixed assets to tangible net worth compared to past 
years would indicate a freezing of working capital in fixtures, etc. Banks will 
compare the ratio with that of other firms in a similar industry. 

What is the ratio of net profit after taxes against net sales? In many cases 
the percentage figure has been sliding while absolute piofits arc up. 

How docs turnover of accounts receivable as against net sales compare 
with the figure in similar businesses? How does the inventory turnover 
compare with the average? (The figure for medium-sized companies making 
durable goods is 4.4; in the case of nondurable manufacturers it’s 6.6.) 

How’s the breakeven point? There are no adequate tests for external 
examination, but a low breakeven point is an arguing point at the bank. 

In actual practice, the bank’s decision is likely to be based on many consid¬ 
erations other than the factors described above. Be prepared to face such 
questions as the following: 

Is the product an ofT-brand item which might run into trouble competing 
with brand merchandise? 

How big is the backlog of orders? Have duplicate orders been weeded out 
of the backlog? 

Have any large customers been lost? 

How reliable are remaining customers? Are they likely to fade out if con¬ 
ditions should toughen up? 

Is the market situation such that buying commitments might turn out to 
be dangerously heavy? 
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In organizing your case for a loan for presentation to a bank officer, see 
that the following points are covered: 

Show long-term business prospects. The bank will want to know how the 
business stands on labor supply, material supply, and demand for its products. 
It will also be interested in the standing of the industry as a whole. 

Describe operating policy during the period of the loan. A sound financial 
plan for repayment should be prepared, together with a forecast showing 
how and why payments can be met. 

Past financial statements should make up a special exhibit. Banks know 
that in most cases the main sources of payment are earnings plus funds built 
up from depreciation, depletion, and amortization charges. 

Past earnings should be modified in today's light. New Federal taxes and 
new interest changes may make old figures meaningless. Similarly, nonrecur¬ 
ring elements of income should be eliminated. Any instance in which past 
expenses no longer exist should be clearly pointed out. 

Revenues anticipated from future expansion should be taken into account , 
l f there exists something of a record indicating how these future develop¬ 
ments may pay off. 

New sources of income should be pointed out. Sales of assets, money 
expected from sales of stock, or as a result of changes in business policy (such 
as cutting out installment selling) should be pointed out. 

Line of credit and short-term loans from banks. Short-term bank loans are 
obtained either by individual borrowing or by obtaining a line of credit 
against which advances may be obtained. On the basis of a study of the 
financial position of the company, a bank will ordinarily establish a maximum 
amount which it will lend and permit the borrower to obtain loans up to 
that figure without further negotiation. Advances are evidenced by indi¬ 
vidual notes with short-term maturities, at which time they are reviewed, 
repaid, reduced, or extended. In extending a line of credit and in advancing 
money on unsecured notes, a bank is apt to require some combination of 
these conditions: 


Between 10 and 20 per cent of the line of credit or of the loans actually 
made is to be kept on deposit 

Loans are to be cleaned up at least once a year to assure the bank that the 
business is remaining liquid and to prevent the use of bank credits as 
permanent funds 

Where the stock of the company is largely held by officers, they are re¬ 
quired to indorse or guarantee the corporation’s notes individually 
whenever loans exceed a conservative amount 
Officers or directors are required to subordinate loans or other claims 

against the company to bank loans 
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These conditions are subject to negotiation and may be modified, depend¬ 
ing on how good the loan is and how eager the bank is to get it. 

In clearing up loans at maturity dates or at year’s end, money is frequently 
borrowed for this purpose from other banks or obtained by forgoing is- 
counts or taking advantage of trade credit. Where this is necessary, it is 
desirable to accumulate available cash by refraining from dividends and 
other disbursements. A line of credit is a highly desirable and flexible 
arrangement, particularly in businesses which are seasonal and which have 
the kind of inventory turnover which creates peaks of financial need. I he 
availability of a line of credit and short-term accommodations should be 
carefully nurtured, because instead of fixed credits which call for continuing 
interest, only amounts of money actually used, plus a small commitment fee 
on any portion of the original commitment not actually consumed, arc 

charged, which adds up to inexpensive financing. 

Miscellaneous bank loans. A commercial bank will make loans on various 
types of collateral, normally at rates lower than unsecured advances. This 
of course depends upon the credit standing of the borrower. Here arc some 
of the ways in which banks advance short-term funds on collateral: 

Stock-market collateral put up by the business or its owners will almost 
always justify a loan at low interest 

Accounts receivable may serve as collateral 

Hills and notes received from customers may be discounted. '1 his type 
of security is open to the suspicion that such notes represent accounts 
receivable which have been slow or overdue, or that the merchandise 
was sold to a weak debtor on long-term payments 

Quality merchandise is acceptable as collateral when secured by a bill of 
lading, warehouse receipts, or trust receipts 

A banker’s acceptance (a draft by a seller on the customer’s bank, the 
buyer having agreed to pay cash to the bank) is good for an advance of 
money from the seller’s bank 

Technique of lending on accounts receivable and inventory and warehouse 
receipts is highly developed and is discussed more fully under the appropri¬ 
ate headings. 

"Gl" loans. A veteran who served at any time between Sept. 16, 1940, and 
July 25, 1947, and was discharged under conditions other than dishonorable 
after at least 90 days’ active service (or for service-incurred disability in less 
than 90 days) may qualify for a “GI” loan. 

Three types of loans are available: 

1. To purchase, construct, or improve a home 

2. To buy a farm, farm land, stock, feed and seed, farm machinery, and 
other farm supplies and equipment 
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3. To buy a business or otherwise to enable 
expand a legitimate business venture 


Sec. 2 

a veteran to undertake or 


The Veterans Administration does not lend money to the veteran He 
makes his own arrangements for the loan through the usual financing chan¬ 
nels. VA then guarantees the lender against loss up to 50 per cent of the 

loan, with a maximum guaranty of $4,000 on real-estate loans and $2 000 
on non-real-estate loans. 


The Veterans Administration also pays the lender, for credit to the veter¬ 
an’s loan account, a sum equal to 4 per cent of the guaranteed portion of 
the loan. This is a gift to the veteran and not a loan. 

Farm realty loans may be made repayable in up to 40 years; other realty 
oans, in up to 25 years, and nonrealty loans, in up to 10 years. The interest 
rate normally may not exceed 4 per cent a year on the unpaid balance. 

Veterans have until July 25, 1957, in which to apply for “GI” loans. 

Business loans will be approved when they are to be used (1) for engaging 

in business or pursuing a gainful occupation; (2) for purchasing land build" 

mgs, supplies, equipment, machinery, etc., for business; (3) for constructing 

or repairing real or personal property to be used in business; (4) to provide 
working capital. y 

There must be reasonable likelihood of success, as indicated by the vet¬ 
eran s ability and experience and the conditions under which he intends to 
do the business. 


Loans for the acquisition of a business. Requirements as to specific type of 
loan are as follows: 

When a veteran purchases an interest in an existing business which interest 
will constitute security for a guaranteed loan, the bill of sale or other appro¬ 
priate instrument must expressly provide that goodwill is included, and in the 
event the business is in a service industry, or where appropriate otherwise 
such instrument must contain provisions forbidding or restricting the seller’s 
engaging in a similar business within such period of time and such area as 
the seller and purchaser shall agree. The interest of the veteran in the busi¬ 
ness must include such rights. To the extent practicable and legally permis¬ 
sible, all assets of the business so acquired must be pledged or encumbered 
as security for the loan. However, cash, notes, accounts receivable and 
other choses in action not an integral part of the business may be excluded 
If realty ,s acquired in the transaction, the lien on the realty must usually 
be a first lien. If personal property is acquired in the transaction, the lien 
thereon may be a secondary lien, provided the first lien thereon secures an 
obligation for only part of the purchase price thereof. 

If the veteran will not own the entire interest in the property* when ac- 
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nuired but will own an undivided interest therein, the lien must cover all 
undivided interests in such property and the owners thereof must join m the 
mortgage or other security instrument but need not become personally liable 
with the veteran on the obligation. The maximum maturity of loans for 

the acquisition of a business may not exceed ) years. 

Loans for the purchase of equipment , machinery , or tools. If the guaran¬ 
teed loan is to be used to pay the entire purchase price of such articles, it 
must be secured by a conditional sales agreement or by a first lien thereon. 
The maximum maturity of such loans must not exceed 3 years. 

If the guaranteed loan is to be used to pay the initial payment on the pur¬ 
chase price of such articles, it may not exceed one-third of the purchase price 
or $1,000, whichever is the lesser amount. Such loans may be secured by 
second liens. The maximum maturity of such loans must not exceed 1 year 

for loans of $500 or less or 2 years for loans over $500. 

Loans for the purchase of supplies. A loan for the purpose of purchasing 
supplies may be made in an amount not exceeding $1,000 and for a maturity 
not exceeding 1 year. Such loans may be unsecured if security is not prac¬ 
ticable or customary. 

Inventory. Loans for the acquisition of inventory are not covered by the 

“GI” bill. 

Security and r epayment provisions. I he lender is permitted by agreement 
with the borrower to take life insurance or other security in addition to the 
property encumbered to secure the guaranteed loan. Subject to the limita¬ 
tions on maximum maturity of business loans for the various purposes speci¬ 
fied above, the terms of repayment of the loan to be guaranteed may be such 
as the lender and borrower agree on. Such terms should be predicated pri¬ 
marily upon the anticipated earning capacity of the business, the nature and 
normal useful life of the security, if any, and other material factors that 
would be considered by reasonably prudent persons similarly situated. Gen¬ 
erally such loans should be repayable on a monthly, quarterly, or seasonally 
amortized basis. An unamortized loan, unless it is a term loan for purchase 
of business realty, will not be guaranteed. The loan agreement may provide 
for variable amortization payments dependent upon the earnings of the busi¬ 
ness, and for such other reasonable protective options as usually are required 
by prudent lenders of the community in comparable transactions. 

Equipment loans. In today’s tight capital market, an increasingly popular 
method of raising funds is to borrow money against machinery and equip¬ 
ment. Manufacturers, service firms, and retail stores may obtain such 
advances, ranging all the way from $100 to several hundred thousand 
dollars. 

Equipment loans can be based on either existing installations or new pur- 
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chases, but the items must be general-purpose and removable. Here are some 
other important conditions to most equipment loans: 

Title withheld from purchaser, or lien instrument placed on equipment 
until loan is paid off 

Intermediate-term maturity (1 to 6 years) based on considerably less than 
minimum productive life of equipment 
lull amortization by maturity date 

Ongmal down payment or equity equivalent to about twice the estimated 

loss suffered through immediate repossession and sale (15 to 33 per cent 
normally) v J 

In addition to banks, finance companies, and factors, many equipment 
suppliers serve as sources for equipment loans. These companies provide 
nancing accommodation to their customers by taking the buyer’s note for 
a substantial part of the purchase price and then indorsing and discounting 
the note at their own bank. Suppliers also act as finance companies’ agents 
in ottering the latter’s installment plans as part of the sales package. 

rhere are two main ways of handling equipment loans. One method is 
to pledge new or acceptable used equipment to which you have unencum¬ 
bered title as security for the loan. A formal agreement and note is drawn 

a „ A _ _ _ . 1 • give the lender a chattel 

mortgage on the equipment. This is the customary bank-type advance and 

IS widely used on medium and large equipment loans. Interest rates vary 

r°m 3/2 to 5 per cent, depending both on the collateral and on the bor¬ 
rower s credit standing. 

The other method of working an equipment loan is via an installment 

financing plan. The borrower gets physical possession of the equipment but 

does not obtain title to it until the loan is paid off. A note and conditional 

sales contract (chattel mortgage in certain states) requiring passage of 

charges are added on, and monthly repayment schedule is set up to amortize 
the total loan balance in equal payments. 

Actual cost of installment loans may be a lot more than the quoted 6 per 

cent rate. Interest is ordinarily based on original loan balance, but periodic 

payments on principal result in an average borrowing of roughly half the 

ongmal loan. True cost of any “add on” loan is nearly double the quoted 
rate. * 

To finance purchase of new equipment, sound out the supplier. A secured 
note ta en back by him is cheap, and his continuing interest in your business 
assures a pleasant credit relationship. Even if the equipment is too small or 
too specialized to warrant this arrangement, it is a good idea to let the sup¬ 
plier handle the installment-financing deal with the finance company. 
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One machinery manufacturer ofTcrs customers a financing deal that costs 
about 50 per cent less than the outside financing open to purchasers of 
equipment. In cooperation with a large, national finance institution, this 
manufacturer of machinery permits buyers to defer payments over a 12- to 
36-month period, after an initial 25 per cent payment. The buyer pays 
6 per cent simple interest on unpaid balances, which means an average 
annual interest rate ranging from 3*/ 2 per cent for 12 months, to 3.08 per 
cent for 36 months. 

Inventory loans. General inventory loans, aside from the field-warehouse 
type described later, may solve a financing problem if merchandise or inven¬ 
tory can qualify as collateral. Requirements are stifT, and inventory loans 
are limited to the following: 

Actively traded raw materials, liquor, and a few other items that can be 
easily marketed. Banks and certain government agencies will make high- 
percentage revolving loans at low rates (90 per cent advances at 2 l /z per 
cent arc not uncommon), but the inventory must be secured by public 
warehouse receipts 

General types of raw material and finished goods, if stored in a public 
warehouse. This is usually impractical (transportation problem, releas¬ 
ing approval requirements, etc.) unless the goods move slowly in and out 
of the warehouse. Advances vary up to 75 per cent of value, and inter¬ 
est rates depend on general credit standing as well as collateral—3/ 2 to 
7 per cent, exclusive of the warehouse charges 

Trust-receipt arrangement on new purchases. The borrower gets posses¬ 
sion of the merchandise, but holds title jointly with the bank or finance 
company (and also with the supplier in some cases). Advances arc 
made up to 60 to 70 per cent of the purchase price at interest rates of 
4 to 8 per cent. Loans on trust receipts are used principally for indi¬ 
vidual advances, since revolving credits arc difficult to work out 

Any loan secured by inventory or commodities solely under the control of 
the borrower is an exception to standard practice. Banks, finance companies, 
and factors sometimes do this as a special service, but the accommodation is 
generally made to cover a season requirement or an unusual purchase and is 
made only where a close relationship exists. 

Field-warehouse loans. One of the most convenient and cheapest ways of 
i aising capital is the field-warehouse technique of borrowing money on inven¬ 
tory a fairly recent development. Under this scheme the borrower literally 
brings the public warehouse to his own premises and uses its receipts as the 
basis for getting a revolving credit from any bank or finance company. 
Marketable raw materials, component parts, or finished goods can be used. 

Marketability of inventory is the big point in field-warehouse loans; the 
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particular type of stock is a minor consideration. It also makes little differ¬ 
ed 1 'Idlodd mV " lt0ry iS St ° red ,St ° ckroom ' °P en lot, storage tanks, 
tc.) long as in-and-out movement can be properly controlled. The 

fol owmg list of products gives an idea of the broad use manufacturers and 
distributors are making of the field-warehouse loan technique: 


Agricultural implements 

Alcohol 

Blankets 

Builders’ supplies 
Cord wood 
Drugs 
Envelopes 


Frozen foods 
Leather products 
Meats 

Petroleum products 
Radios 

Sporting goods 
Wire 


ie -warehouse borrowing is ideal for a business subject to major seasonal 

actuations. Production swings can be ironed out by pledging raw materials 

initia y and then replacing them with finished goods as they come through 

the manufacturing cycle. Also these loans can be used in obtaining quantity 

discounts, avoiding l.c.l. freight rates, or making advantageous market 
purchases. 

The first step is an understanding with the bank or finance company that 
certain types of inventory are acceptable loan collateral, if under the control 
° a public warehouse company. An agreement is then made with a ware- 
ouse firm under which it leases the borrower’s storage facilities and hires one 
or more of the borrower’s warehousemen. The warehouse company issues 
1 S eld-warehouse receipts to the lender. The understanding with the bank 
°r nancing company is next formalized by a loan agreement, usually accom¬ 
panied by a demand or short-term note, which sets forth all conditions of the 

oan and confirms the releasing procedure to be followed by the ware¬ 
houseman. 

Transfer of stockmen to the warehouse company’s payroll does not create 
an operating problem. It is done for the lender’s protection and largely 
amounts to a formality. The additional duties of these employees are minor, 
an the y can continue to spend most of their time handling materials. The 
warehouse company trains them in required control routines and provides 
on y part-time supervision thereafter. 

The lender should issue some type of general delivery instructions to the 
warehouse company covering release of stock. A specific release arrange- 
men t, under which the receipt holder must approve each release, is very 
cumbersome and involves too much paper work. Most lenders are willing to 
USe ^divery instructions specifying that the warehouse firm balance out 
vee y or biweekly. The borrower is charged for withdrawals and credited 
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for additional receipts. The lender is paid off directly on periodic settlement 
dates for any excess withdrawals. 

The whole device has important advantages of economy. The cost of field 
warehousing itself is quite reasonable—appreciably cheaper than public 
warehousing because existing space and personnel are used and extra han¬ 
dling is not involved. The field-warehouse organization bills back the rent 
and ^personnel expense, which only partially represents an additional cost 
to the borrower. The charge for overhead, supervision, and the ware¬ 
house’s profit varies downward from 3 per cent on a $25,000 loan to less 
than 1 per cent on $1,000,000. The bank’s charge is usually somewhat higher 
than rates on unsecured lines of credit, total charges amounting to 5 to 8 
per cent on a moderate-sized loan. 

A number of companies have found that field warehousing results in 
improved inventory control. Accurate, complete stock records are a must 
with warehouse receipt issuers. Their extensive stock-control experience can 
be of real benefit. 

Let the bank or finance company suggest the warehouse organization. On 
these deals there’s always a close working relationship between the lender 
and the public warehouse. Conversely, where a local lending institution is 
not interested, contact one of the national field-warehousing organizations. 

FHA's nonhousing loans. Few businessmen realize that the Federal Hous¬ 
ing Administration guarantees small loans for modernizing, repairing, or 
building commercial as well as residential properties. Admittedly, FHA has 
little to offer large companies directly, and small firms in a strong position 
can get normal private credit. But in the face of tightening credit accommo¬ 
dations, many small businesses can use FHA loan guaranties advantageously. 

For modernization and repair, the FHA maximum is $2,500 repayable in 
equal monthly installments for not more than 3 years and 32 days. The 
charges are relatively favorable for the borrower: FHA limits the lender to 
a discount equivalent to $5 per $100, payable in 12 equal monthly install¬ 
ments—roughly 10 per cent a year. FHA is willing to guarantee loans up to 
90 per cent of the value of the project. 

Comparable terms could be obtained by reputable firms from the local 
bank, and companies with high credit rating can generally do better on the 
charges. Granting these limitations, however, there is value in FHA for 
many firms. For instance, a large wholesaler, though needing no credit him¬ 
self, may have small suppliers and distributors who are handicapped in 
making improvements because they don’t know of the FHA possibilities. 
Similarly, many manufacturers today find that their smaller suppliers can’t 
meet contracts or take larger orders because they haven’t money for necessary 
repairs or expansion. In the same way, distribution outlets are often lim- 
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ited because retailers can’t swing new show windows, air conditioning and 
other modern promotional aids. 

What is true of modernization and repair is also true of new building on a 

small scale. FHA will guarantee loans for the erection of filling stations 

wayside stands, tool sheds, service buildings, etc. Maximum terms are $3,000 

and 3 years, which is a favorable proposition for the thinly financed operator. 

FHA doesn’t guarantee loans for the purchase or installation of machinery 

store fixtures, or other equipment. But it does grant loans to strengthen a 
structure to support heavy machinery. 

Accounts-recelvable loans. Borrowing against receivables may be the 

answer for the company that is really hard up for cash. The device is often 

very expensive, however, and as a general rule other possibilities should be 
exhausted first. 

Commercial banks and finance companies are the spots to go for receiv¬ 
able loans. (Finance companies usually use purchase and sale contracts, but 
te result is the same.) Under a notification plan, the receivables are 
pledged and payment is made directly to the lender. The borrower is still 
responsible. Under the more satisfactory and more commonly used non¬ 
notification plan, the debtor pays his vendor, the borrower, who collects as 
agent for the lender. Terms and policies of accommodation vary widely, but 
t e deal usually takes the form of a detailed agreement, frequently accom¬ 
panied by a demand or short-term note. All accounts receivable, or a 
selected group of them, are assigned to the lender as security. In return he 
agrees to advance funds up to 60 or 80 per cent of the face value of open 
receivables pledged, usually specifying a dollar maximum which can be 
orrowed. Periodically, schedules of customer invoices are submitted to the 

ender to replenish borrowing power—the lender deducts payments as 
they’re received. 

Cost of these receivable loans varies widely. Quoted commercial bank 
rates are 4 to 6 per cent per annum on the balance in the loan account. Some 
anks add a small service charge to cover the sizable amount of clerical work 
involved, such as l /^ per cent based on total receivables pledged or a flat 
amount for originally setting up the loan. Finance company charges arc 
igher. They charge from y 30 to y 40 per cent of the face value of 
accounts pledged for each day they’re outstanding. This may cost you 15 per 
cent per annum on a loan where the advance is 75 per cent of the face value 

of receivables. 

Keep away from arrangements where it is necessary to get clearance on 
each individual invoice. Blanket deals are much easier to administer; invoice 
schedules are simply submitted periodically on accounts the lender has 
approved, and he worries about individual account limits. 
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Find out exactly when the lender credits the account for collections turned 
over to him. Most institutions make up schedules of collect,ons periodically 
and credit the borrower’s account from the schedule. This results in pay¬ 
ment of additional interest for the period between the time when customers 
checks are cleared and the time when the collection is reflected in the 
account. Effective interest cost can be increased as much as a third by this 

dC Good control over returns and allowances is important. Lenders insist on 
prompt and accurate notification of all changes in amounts invoiced. 
Chances of getting favorable loan terms will be much better if the lender 


sees this problem is under control. 

Certain restrictions (periodic internal checks, preparation of forms, etc.) 
are unavoidable. The big point with all lenders is that collections are turned 
over to them promptly and in original form (customers’ checks themselves). 
Some of these restrictions can be avoided if credit is not needed but one 
lump sum is borrowed on a batch of your receivables, instead of a revolving 

credit. . . . . 

How factoring can help. Factoring receivables is gaming popularity as 

another new source of working capital. Under this arrangement, a profes¬ 
sional factoring house buys receivables for cash without recourse, and cus¬ 
tomers are notified to remit directly to the factor. 

The agreement provides that the factor take over credit and collection 

functions and stand any losses on bad debts. All customers’ orders are sub¬ 
mitted to the factor’s credit department for approval. After shipment, 
regular invoices are prepared and duplicate copies with shipping documents 
sent to the factor, who credits the borrower’s account with the proceeds, less 
his service charge. If the borrower withdraws the funds immediately, he is 
charged interest to due date on the invoice. Proceeds left with the 
factor until due date cancel the charge and usually draw interest there- 

after. . . 

Factoring has long been used by the textile industry as a means ot raising 

money, but an increasing variety of businesses are finding it a workable solu¬ 
tion. Manufacturers and wholesalers of bicycles, floor coverings, furniture, 


leather goods, lumber, paint, paper products, toys, and many others are 
factoring their receivables. The type of business is unimportant as long as 
the following requirements can be met: 


Sales are on open account where credit information is available 
The annual volume of accounts is over $200,000 and individual receiv¬ 
ables are well over $100 

The arrangement is to continue for an extended period (is not of only 
two or three months’ duration) 
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Some companies are wary of factoring because customers must be notified 

of the arrangement. They fear that this notification gives the customer an 

mpresston of financial instability. Actually, such fears are groundless. Many 

of the soundest textile firms have been using the factoring device for years 
as a means of finding working capital. 

The cost of factoring is composed of two separate items: 

L i " terest charge usually about 6 per cent per annum on funds 
actually withdrawn 

A service charge—a fee charged for credit and collection services which 

is based on volume of sales factored. It varies from 1 per cent on 

Jarge, prime accounts to over 3 per cent on small accounts involving 

both risk and volume of detail. It accounts for the bulk of total fac- 
tonng charges 

The service charge is usually offset by savings made in transferring credit 
collection, and bad-debt expenses to the factor. Hence, the cost actually 
Doils down to somewhere between 6 and 9 per cent per year. 


2 . 


hnU C T / ', /e 'c£, C ° mpany Sells its $80 ’ 000 receivables for $75,000 cash (factor 
,^l ba . ck $5 > 000 for reserve for returns and allowances). Not only does X 
get the immediate use of funds to pay off liabilities and build up cash, but 
company s whole financial position is basically improved. 


Gash .... 

Before factoring 

tf* 1 e r\r\ 

Receivables . " „ !. * 

Inventory. . !?’°°° 

Total Current Assets . 

. H i **n nnn 

Assets. . "cn’XnX 

Total Assets . . . 

* 1 on non 

Accounts Payable. 

. . H an nnn 

Wo *“ Payable. . . - 

Total Current Liabilities. 

Net Worth . . . 

. $100,000 

on nnn 

^ _ . . 

°tal Liabilities . Hi on non 

forking capital . 


Current ratio . 

. 1.3:1 


After factoring 

$ 30,000 
5,000 
35,000 

$ 70,000 
60,000 
$130,000 


$ 40,000 


$ 40,000 
90,000 

$130,000 


$ 30,000 
1 . 8:1 


most all the thirty-odd factors have their headquarters in New York, but 
ey have wide field representation. Most local bankers can supply names of 
actors to contact. The best way to develop a deal is to write and have them 
a re P r esentative to discuss the possibilities. In shopping around to get 
e est deal, the factor must be given fairly complete information on the 
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borrower’s business—type, number of customers, terms of sale, collection 
record, total sales volume, etc. 

Caution should be exercised in selecting a factor. He will be receiving a 
great deal of confidential business information. The wiser choice may be one 
of the older factoring houses, because their experience outside the textile field 
is often much broader. 

Factoring should be considered when the amount of money needed cannot 
be accurately forecast, or when periodic requirements vary considerably. 
The proceeds of factored accounts may be withdrawn at any time without 
prior notice, and interest is paid only on what is withdrawn. 

Credit insurance. Insurance can be bought to guarantee payment of 
accounts receivable. This assures the flow of funds from sales and may 
facilitate bank credit. Though more widespread in textiles and apparel than 
other industries, such protection is available to manufacturers, wholesalers, 
and jobbers in almost every field. Retailers are not eligible for this type 
of financing. 

While there is no limit on the size or type of business which can use credit 
insurance, it should not be considered unless a company’s loss record is fairly 
normal. If credit losses are extremely low, it is not worth paying the 
premium—if they are unusually high, application for credit insurance will 
probably not be accepted. 

Two types of protection are offered by the two companies in the field 
(London Guarantee & Accident and American Credit Indemnity) : 

Blanket coverage is the most common form. The insurance company sets 
limits of coverage by mercantile agency ratings. For example, a table 
accompanying the policy shows that if there is $50,000 limit of insurance for 
a certain rating, the insured is covered up to $50,000 of sales on each cus¬ 
tomer with that rating. The limits vary according to the requirements of 
the insured, subject to a maximum for each rating. 

Where customers have no Dun & Bradstrect or other agency rating, the 
insurance company makes its own investigation and states the coverage 
in a rider attached to the policy. Many companies have no ratings, be¬ 
cause they do not wish to disclose some of the required financial infor¬ 
mation. 

Name coverage, instead of blanket, is available to those who sell mainly to 
utilities, banks, railroads, or insurance companies, because these businesses 
are not agency rated. The insurance company makes its own evaluation, 
and names the accounts in the policy. 

There is a basic charge which depends on the mercantile agency ratings 
of the different accounts insured. For example, the charge is $3 for $1,000 
worth of coverage on accounts with AAA-1 ratings. A small service charge 
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is added to this, depending on the annual sales volume of the insured. The 
larger the sales volume of the insured, the lower the service charge. Total 
premium costs average of annual sales volume. When an account fails 
and a claim is validated, the insured receives an amount equal to the unpaid 
purchase price of merchandise shipped and delivered during the term of the 
policy, less two deductions: (1) amount of risk carried by the creditor as 
coinsurer, and (2) stipulated amount of primary loss. 

Coinsurance requirement usually amounts to 10 per cent of the account 
for high and good credit ratings, 10 to 25 per cent for fair and limited. This 
clause is designed to cancel out the difference between the cost of the goods 
and the selling price. Credit insurance is designed to restore capital, not 
profit. 

Primary loss in a specified amount is usually figured as a definite percent¬ 
age of gross annual sales. This percentage is based on statistical loss tables 
and the insured’s own past loss experience. 

Losses must be legally sustainable. The goods must have been shipped 
and delivered in the regular course of business, and the claim must have been 
officially allowed against the debtor or his estate. If the debtor has a valid 
defense or setoff, or the claim is otherwise unenforceable against the debtor, 
it will not be provable under the policy. 

Though credit insurance usually covers losses arising during the policy 
year on shipments made in that year, a back-sales rider may be obtained 
when the policy is renewed. The rider will cover any losses in the past year 
not arising until after the original policy’s expiration. 

In weighing the value of credit insurance, consider these points: 

It offers protection against unforeseeable losses. This is especially im¬ 
portant today, when business weather is uncertain in several fields. 
Businesses that have been failing in the past several years haven’t always 
been war-born novices, nor those operating on a shoestring—million- 
dollar failures have been more frequent than in the past. Notable 
instances are firms in furs, radio, aircraft, cosmetics, metals, and vend¬ 
ing machines. Even the best of mercantile credit ratings can lag behind 
today’s fast-changing business conditions. Disastrous write-offs may 
result unless adequate protection is obtained. 

Only the coverage needed is paid for. Companies usually buy insurance 
to cover their entire sales volume for a year. But if some customers are 
so well established that their accounts appear to carry no risk, they may 
be excluded. Riders may provide for various other exclusions and 
inclusions according to the needs of the insured. Factors perform a 
function somewhat similar to credit insurance when they buy accounts 
receivable, since they sustain the losses if the accounts fail. However, 
they are somewhat more expensive than insurance companies, since 
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factors perform many other functions outside_ the ‘“ U ” nCeH " 

The "insurance' company^help^in gaujg^j credit outlook^ Although the 

” rzr sr 

often find signs of weakening in a particular concern mdustry, or sec¬ 
tion of the country, which may otherwise not be noted. This mforma- 

tion is used to keep their customers in a safe position. , 

The insurance company can often salvage more from a failing customer 
remaining assets than can the creditor. Insurance companies are on 
many creditors’ committees, hence carry considerable weight in bank¬ 
ruptcy proceedings. They can often use their influence to improve 
settlement terms. Furthermore, their representatives have close contact 
with the “grapevine” and can detect and expose unrealistic settlement 

A policy may be written to cover accounts which are simply past due. A 
delinquent account is filed with the insurance company, and if the 
insurer fails to collect within 60 days, the account is provable as a loss 

under the policy. ^ 

Credit insurance may be a great asset in applying for a bank loan. One 

large bank now requires credit insurance for loans on accounts receiv¬ 
able. 

At this time there is a great demand for credit insurance. Insurance com¬ 
panies are limited in the amount they can underwrite and so are very 
selective in screening risks. Therefore, if credit insurance seems desirable, 
check the following when applying for a policy: 


The credit department must be in good working order. The insurance 
company will look at the collection record of the prospective insured, 
its over-all credit policy, and the caliber of personnel in the credit 
department. 

Doubtful accounts must be weeded out. This is particularly advisable if 
borderline customers are in industries or sections of the country where 
business has sagged. Accounts with a record of slow payments arc also 
bad risks from the insurance company’s point of view. 

Credit experience and insurance needs should be discussed frankly with the 
insurance company. Clauses can be written into a policy to cover a 
variety of needs and situations. A credit insurance policy should fit 
individual requirements, and it is the job of the insured to make these 
requirements clear. Give the insurance company a sharply focused 
picture, not just some vague notions of what is needed. 


Floor-plan financing. Local banks and finance companies will carry the 
stocks of dealers in automobiles, farm equipment, electric and gas appliances, 
and radio and television sets. This is an important brand of working-capital 
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na ncing for dealers in standard items which run to a unit value of $50 and 
up. The money advanced to carry inventory on the dealer’s floor mav be 
secured by trust receipt, conditional sales contract, or chattel mortgage. 
Funds are always advanced against, and secured by, a specific piece of mer- 
chand.se. There seems to be a trend toward having the manufacturer or 
distributor commit to repurchase the inventory of a distressed dealer! This 
arrangement reduces interest rates, simplifies the financing, and protects the 
manufacturers against the dumping of distressed stocks by banks and finance 
companies. Westinghouse and International Harvester have typical plans. 

ut there is still a lot of floor-plan financing wherein local banks look only 
to the dealer and the merchandise. Floor-plan financing will be limited 
to 80 or 90 per cent of the wholesale price which the dealer pays for the 
merchandise. The term is usually 60 or 90 days, with a 30-day renewal 
privilege upon a 10 per cent reduction of the loan. The cost of floor-plan 
nancing is usually or 1 per cent for writing the contract and / 2 per cent 
per month (6 per cent per annum) simple interest. On small items where 
paper work runs high in relation to the size of the loan, interest rates will run 
higher. The interest rate may be brought down below 6 per cent where a 
nationally rated company undertakes to repurchase distress stocks or other¬ 
wise underwrite the loan and where the dealer takes over billing, collections 
and other paper work. ’ 


Financing installment sales. Extending deferred-payment terms to cus¬ 
tomers is an important selling weapon. Very few businesses can handle any 
volume on the installment plan without getting their customers’ paper 
nanced. Local banks and finance companies will take over installment 
paper. It is desirable business. Floor-plan financing of dealer stocks is 
generally unprofitable because of the great amount of checking of stocks and 
paper work it entails. Banks and finance companies handle floor-plan 

financing as a method of getting the more profitable financing of the retail 
customer’s paper. 


The usual arrangement for financing time sales is for the seller to collect 
an appropriate down payment and take a note or a series of notes from the 
customer. The seller may merely act as agent for the finance company, tak¬ 
ing the application but leaving it to the lender to investigate and approve 
credit, hold a hen on the merchandise, and collect payments. Under a 
recourse plan, the seller indorses the buyer’s notes, becomes liable for the 
unpaid balance in the event of default, and is responsible for repossession. 

On retail installment loans there is a limited-recourse arrangement. The 
bank has full recourse to the dealer for the first 3 or 4 months. If the cus¬ 
tomer defaults after the critical period, the dealer may buy back the 
merchandise at a substantial discount from the unpaid balance to cover 
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reconditioning and selling costs. The bank reimburses itself for the difference 

from a reserve set up out of the finance charge. 

Competition and lending prudence govern the size of the down payment 
and term for repayment. The American Bankers’ Association has made this 

recommendation: 


Guide for Time-sales Financing 


Articles costing $2,500 or less 


Class of business 
Automobiles: 

New cars . 

Used cars—1946 and later models. 

Used cars—1940 to 1942. 

New household appliances* 

Refrigerators (gas and electric), ranges, washing 

machines, and ironers. 

Radios, phonograph combinations, and other ap¬ 
pliances . 

Television sets. 


Minimum down Maximum 
payment, per cent terms, months 

33% 24 

33% 18 

40 15 

20 36 

25 18 

25 plus instal- 18 


lation costs 


* Minimum monthly payment, $7.50; minimum down payment, $15.00. 
See also table on page 99. 


How to get RFC loans. Tighter credit policies on the part of private banks 
and shaky business conditions are turning many firms to the Reconstruction 
Finance Corporation for loans. 

RFC has something like 1.5 billion dollars available for lending pur¬ 
poses. While most of the business demand is for straight working capital, 
RFC loans are also available for such varied purposes as replacement or 
purchase of machinery, the payment of existing indebtedness, and strength¬ 
ening of cash reserves. In fact, RFC will lend for any purpose recognized 
by banks and other private lending institutions. 

It also makes some loans which banks would not extend on the theory that 
it is supporting employment or relieving distressed localities. RFC loans are 
not available without showing inability to get a loan from normal private 
sources on reasonable terms. The applicant must show that he has tried for 
a private loan. There must be evidence that the applicant made a thorough 
and consistent effort, although it isn’t necessary to show that he tried a great 
number of banks. 

RFC aid may be in one of two forms. One is a direct loan. More com¬ 
monly, however, RFC enters into participation arrangements with the banks, 
usually on a deferred basis. This is a guaranty that, at any time within 10 
days after demand by the bank, RFC will put up a specified percentage of 
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the'unpaid amount of the loan. On the other hand. RFC may voluntarily 

purchase its participation at any time this seems desirable. 

Generally, RFC won’t guarantee more than 60 per cent on loans ove, 
* 100 , 000 , although it may go as high as 70 per cent on smaller borrowtngs^ 
The current interest rate is 4 per cent. This is true of both the direct loan 
and the portion of participation that is guaranteed The participating a 
however, may (and usually does) charge up to 6 per cent on its share o 

'°Tor obvious reasons, RFC prefers participation to direct loans because 
it is the bank which makes the initial outlay of cash and does the work in 

administering and policing. 

Security arrangements on these government loans arc supposed to vary 
with the type of risk involved. In general they arc at least as stiff as private 
requirements; a good many businessmen feel that RFC is a tough creditor 
A basic rule is that collateral must be adequate to cover the full loan. But 
the RFC does have some discretion on the whole question of security, and 
may give a firm a slight break where community interest is involved. 
Generally, acceptable security may be one or more of the following: 

A mortgage on real estate, chattels, plants, or equipment 

An assignment of warehouse receipts (for marketable stock in satisfactory 

warehouses) 

An assignment of current receivables, or other sound assets 
In addition to the type of collateral available, the RFC takes a cold, 
critical look at many factors of the enterprise. It is particularly interested in 
management’s experience and know-how, the firm’s past earnings and out¬ 
look, and the long-range chances of success. 

It will look at the way the funds arc to be applied and how they will 




back to return the loan in much the same way as any bank. 

Officers, stockholders, and partners may have to accept personal liability. 
If the borrower has creditors who threaten the priority of RFC, stand-bys 
and subordinators may be required. Nor is it unusual to specify “no divi¬ 
dends or distributions without RFC consent” as long as any part of the loan 
is outstanding. Also, if RFC should develop any doubts as to the ability of 
the management to operate the business and repay the loan, it isn’t slow to 


insist on a shake-up. 

There are no general rules about maturity, but these government loans 
usually run much longer than the short-term arrangements that many banks 
arc now offering. Almost always repayment is made by fixed amount on 
a monthly basis. In general, RFC has been considerate in staggering pay¬ 
ments in a way that won’t impair working capital or in any other way inter¬ 
fere with the purpose of the loan. 
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Here are the basic facts that RFC wants from an applicant: How much 
money does he need? What does he propose as collateral? What does he 
want the money for? What banks has he applied to? Why did they turn 
him down? Are any of the banks willing to make a loan if RFC participates? 

The best way to get started is to apply to a local bank, whether a direct 
loan or a participation is desired. As a rule, the bank will have all the in¬ 
formation needed, including the necessary application forms. If they can’t 
give all information desired, bank officers will direct the applicant to the 
nearest RFC office. 

Bank loans must be unavailable, or RFC won’t consider the deal. Many 
businessmen ask: “If I have to furnish adequate collateral to RFC, why 
shouldn’t a bank be willing to lend me money on the same collateral?” Here 
are some of the reasons for the seemingly paradoxical situation: 

Banks shy away from long-term credit without strong collateral and 
security. The average RFC loan runs 5 to 7 years. Loans for such a 
term are hard to get from private banks, particularly in the case of the 
small or newly established businesses 
Many banks are reluctant to lend on inventories; RFC will 
A bank may consider collateral insufficient because it consists mainly of 
movable equipment or mortgages and liens on construction work 
The bank may consider the loan as of a “permanent capital” type 
The applicant may be a newcomer to a community, or just starting in busi¬ 
ness, without any credit or earnings record to present 
The bank may not handle “GI” loans, referring them to local RFC 
Some banks are overcautious and refuse credit to any business which can’t 
demonstrate that it would remain solvent with a 25 per cent slash in its 
volume 

5 . Financing by lease and license 

The lease of land, buildings, and equipment and the licensing of patents 
have become important methods by which a business acquires the use of 
assets needed for its operations. Leasing and licensing offer an effective way 
to minimize capital requirements. In effect, a business which obtains land, 
buildings, machinery, or patents on long-term lease or license is borrowing 
money from the owner rather than from a bank. 

Long-term lease of locations. Securing control of land suitable for busi¬ 
ness operations by long-term lease is the equivalent of borrowing the value of 
the land. Although not showing up in the balance sheet, such a commit¬ 
ment represents a fixed charge and has very much the same effect on profit¬ 
ability of the capital structure that long-term debt has. The annual rental 
should be arrived at by taking between 3*/2 and 6 per cent of the fair value of 
the land. Sometimes the rent goes up as high as 10 per cent of appraised 
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value, but there’s room for a lot of negotiating in setting rates, values and 
final rent,. Bear in mind that the owner of property relieve. httnself of 
paying real-estate taxes, which are normally assumed by the lessee^ He also 
converts property into an income producer without go.ng through the process 
of sale and payment of capital-gains tax. If the property has doubled in 
value over the owner’s cost, he will net more from a o per cent rent than 
from a sale with investment of the proceeds at 5/, per cent. A lessee may 
be able to minimize his fixed commitment and get some trading value by 
offering the lessor some inflation protection by negotiating to pay a low basic 
rental plus a percentage of sales or profits over a specified level. 

When land is leased, the problem of getting mortgage funds to improve it 
becomes much more difficult. This may be overcome by having the owner 
improve and lease both land and building or by getting the owner to join 
with the tenant to get a building financed and built. A lessee can trade 
quite heavily on the fact that he commits himself to improve, or to con¬ 
tribute to improve, leased land, and that these improvements inure tax-free 

to the lessor. . . 

Sell-lease financing . The newest method of raising working capital is by 

sale and leaseback of real estate. Under this scheme a company sells its 
property outright to institutional investors like life-insurance companies, 
educational institutions, etc. At the same time, a long-term net lease is made 
assuring continued occupancy. The lessee assumes all the risks, taxes, insur¬ 
ance, maintenance, and other costs of ownership. 

The result is a supply of cash which can be turned over in business opera¬ 
tions instead of being tied up in real estate. Another advantage can be 
important tax savings. As long as you own the building, only the deprecia¬ 
tion on the cost of the building over its life can be charged ofT against taxes. 
But as a tenant you charge off rental, which includes amortization of both 
land and building. And the charge-off takes place over the term of the lease 
.—normally a somewhat shorter period than the life of the building. 

Small as well as big businesses are eligible. A number of life-insurance 
companies are now interested in purchasing properties worth anywhere from 
$100,000 up. Moreover, purchase-lease financing can be used for new con¬ 
struction as well as where buildings already exist. The purchaser agrees to 
the proposition in advance, provided that the building is completed in 
accordance with prearranged specifications. 

Transactions vary, of course, but here arc some general considerations 
common to all purchase-lease deals: 

Considerable weight is given to a company’s credit standing, earnings 
record, management ability, and fundamental industry position 

General-purpose commercial properties are favored over industrial prop- 
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erty, with the result that rental costs on factory buildings usually run 
higher 

Location is an important factor. As a general rule of thumb, the poorer 
the location, the better must be the credit rating of the tenant 

There is a preference for buying properties at their depreciated value, 
eliminating any capital gain to the seller. Also, there is some concern 
that criticism may develop on sale-lease deals where the seller takes a 
loss 

The lessee usually assumes all cost of operating the property and other 
charges, including capital expenditures, to keep the property in good 
shape 

Rent covers the required rate of return plus amortization of the purchase 
price 

Leases usually run for an initial term of 20 to 35 years, with renewals for 
additional periods and rentals to be determined by negotiation 

Renewal options at about one-third to one-half the original rate are fairly 
common 

Yearly rental rates vary from 4 to 8 per cent of the sales price; industrial 
property is often set up on the basis of a declining rental scale over the 
term of the lease, and the lease tends to be shorter 

Assume a purchase-lease transaction in which the company sells its build¬ 
ings and land for $550,000, realizing a long-term capital gain of $50,000. 
The lease is for 30 years at 5/ 2 per cent ($30,250 a year). A renewal pro¬ 
vision for another 25 years at 2 per cent ($11,000) is also included. Here’s 
how such a deal can work a tremendous improvement in the company’s 
current financial position (note how the proceeds are used to pay off a 
$350,000 loan and build up cash at the same time) : 


Cash. 

Other Current Assets.... 

Total Current Assets. .. 

Equipment (net) . 

Land and Buildings (net) 

Total Assets . 

Notes Payable. 

Other Current Liabilities. 

Total Current Liabilities 

Capital Stock . 

Surplus . 

Total Liabilities. 


Before 
net lease 

After 
net lease 

$ 75,000 

700,000 

$ 275,000 
700,000 

$ 775,000 
100,000 
500,000 

$ 975,000 
100,000 

$1,375,000 

$1,075,000 

$ 350,000 
150,000 

$ 162,500 

$ 500,000 
400,000 
475,000 

$ 162,500 
400,000 
512,500 

$1,375,000 

$1,075,000 

$ 275,000 

1.6:1 

$ 812,500 
6.0:1 


Net working capital 
Working ratio . . . . 
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Now follow through on an earnings basis, 
$537,000 working capital will earn 15 per cent 


assuming that the additional 
($12,500 of proceeds goes for 


capital-gains tax) : 


Before 
net lease 


After 
net lease 


Net operating profit .. 

Depreciation on building. 

Rental charge. 

Profit before taxes. 

Federal income taxes, 38 per cent 

Net income after taxes. 


$250,000 

15,000 

235,000 

89,300 

$145,700 


Additional cash available for reinvestment of dividends 


$330,625 


30,250 

300,375 

114,143 

$186,232 
$ 40,532 


Terms in the above example would apply more to department-store or 
retail chain property than to factory real estate. On industrial property the 
initial term would probably be something like 20 instead of 30 years and the 
rental rate would be an initial 8 per cent declining to 5 per cent rather than 

the straight 5'/t per cent noted above. . 

Provision in the agreement for a rcjcctablc ofTer is probably all right. Such 

an ofTer provides that after a period of time the lessee can make an ofTer for 
the property at the then unamortized balance of the investment, plus a per¬ 
centage of that amount as a penalty. If the offer is accepted, the property is 
conveyed. If the offer is rejected, the tenant has the option to continue in 

possession or vacate. . 

But a repurchase option in the lease may be dangerous taxwise. Inc 

Bureau of Internal Revenue may hold that the transaction is a loan with title 

held as security. This decision would result in disallowance of part of the 

rental deduction. There would then be only a depreciation deduction based 

on the useful life of the building plus an interest charge. There is also a tax 

danger in selling at a substantial loss. The bureau may hold that the value 

of a low rental lease is part of the consideration for the sale and disallow 

the loss deduction. 

Go slow on purchase-lease financing unless there is a permanent need for 
additional working capital. Otherwise, if there arc a few bad years, the 
device can be just as heavy a load as owning the property under a long-term 
mortgage. Even though the rental commitment won’t show up on the 
balance sheet (like the mortgage obligation), it will still be a long-term 
commitment which must be met. 

Renting machinery . By renting rather than purchasing machinery and 
equipment, capital requirements can be minimized. For example, DoAU 
Company is currently selling contour saws and precision grinders on a plan 
which splits the sales price evenly into 36 monthly payments. The user of 
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the machine commits himself to keep it for a year and pays each month in 
advance. If he wishes to buy the equipment, 75 per cent of all rentals paid 
will be credited against the original selling price. In some cases when 
monthly rentals are applied against the purchase price, particularly if full 
credit is given for all rentals paid, the lessee will be required to pay interest 
on the value of the machine over and above rentals paid. This arrangement 
gives the user of the equipment a better expense deduction at rent than he 
would get as ordinary depreciation if he owned the machine. Under present 
depreciation practices of writing off a machine in 10 years, a buyer can 
deduct only % 20 of the cost each month. Under the rental plan where 
Vs 6 of the price is paid each month, that amount can be written off as 
current expense. Thus, while the cost of renting is higher, the difference is 
to some extent offset by the lower investment in capital equipment and by 
tax savings. The Treasury Department has cleared plans for the rental of 
machinery and equipment but it has also attacked rental plans that have 
strong sales elements. The Department has stated: “If there is any consider¬ 
able disparity in the remaining amount to be paid for equipment and the 
fair market value at the time the option to purchase rented equipment is 
exercised, Treasury Department policy would be to consider the transaction 
a sale from the outset of negotiations.” 

Truck leasing . Companies which use trucks and are in need of cash may 
strengthen their capital position by leasing instead of owning the vehicles 
they need. Arrangements are usually made with trucking firms which spe¬ 
cialize in leasing vehicles on a fleet basis. The transaction can involve one 
or two trucks, or a whole fleet. 

The contract with the truck-leasing company may be for anywhere from 
1 to 4 years. Usually the user furnishes the drivers and gasoline, the 
lessor assuming all other responsibilities (tire replacement, repairs, lubrica¬ 
tion, insurance, washing, and garaging). Most lessors are willing to paint 
the user’s company name and advertising on their trucks. 

Truck leasing costs the average company as much as, or more than, the 
direct costs of operating its own equipment, although some companies clairr 
that it actually saves them money. But consider these indirect advantages, 
as well as the value of an improved working-capital position: 

No time-consuming maintenance 

Insurance against breakdowns (the lessor will replace trucks which arc 
out of service) 

Peak traffic loads are not an expensive overtime problem, since the lessor 
normally agrees to furnish extra equipment as required 

The best way to set up a truck-leasing arrangement is to contact several 
truck rental associations (like National Truck Leasing System) and have 
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them send representatives to study the company’s operations and needs 
and quote a price. Industry prices are by now fairly standard, but it is still 

desirable to get several proposals. 

Contribution and acquisition of patents. A patent, applied or issued, may 
be turned in for corporate stock or licensed to a corporation. Under some 
circumstances royalties paid on patents can be made tax-deductible to the 
licensee and capital gains to the licensor. Where a patent is licensed to a 
corporation for a percentage of sales or profits, the tax court has allowed 
the annual deduction as return of capital of the full annual payment called 
for by the volume of business and the applicable contingent payment per¬ 
centage. This gives the buyer a full deduction of his annual outlay, while 

the inventor or author may get capital gain. 

A licensor (promoter or writer) can retain substantial protective features 
and yet make an effective sale which may produce capital gain rather than 
ordinary income. Thus, where one Hessert assigned patents to Remington 
Rand, he retained the following protections and still made an effective 

transfer: 

He earned royalties on the sale of consumable supplies as well as on sale 
or rental of machines covered by his patents 

He got an “earnest” payment on execution of the agreement 

Patents on inventions or improvements usable in connection with, or in 
substitution of, Hessert’s inventions, discovered by Remington Rand’s 
employees, were to be issued or assigned to Hessert. Remington Rand 
could, of course, use them under the license, but they would revert to 
Hessert in the event of default or cancellation 

Improvement or substitution patents acquired by Remington Rand would 
be noncxclusively licensed to Hessert in the event of default or cancella¬ 
tion 

Hessert could cancel if Remington Rand failed to carry out any of 
its covenants, including those for minimum royalties and full exploita¬ 
tion 

The inventor could cancel if the licensee became bankrupt, filed a peti¬ 
tion, made an assignment for benefit of creditors, or was placed in the 
hands of a receiver who was not discharged within 6 months 

In the event of cancellation the inventor was to receive back, free of liens 
and claims of creditors, not only his patents but the business developed 
out of them 

In the event of cancellation, Remington Rand agree to go out of the 
business, assign trade-marks and goodwill to the inventor, and to refer 
customers and forward orders for 3 years to the inventor or a company 
of his designation 

The strategy in handling investment in development projects is very sub- 
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stantially influenced by the special tax treatment accorded patents and other 

assets flowing out of such activity: (1) loss is fully deducted, while gain may 

be at capital-gains rate; (2) unlike stock, the cost may be recovered by 

annual depreciation charges; (3) some expenses incident to research and 

development may be charged off currently; (4) income may be taken at 

capital-gain rates from an exploiting corporation which can deduct precisely 
the same payments. 

Incorporating the development at too early a stage draws away some of the 
advantages: 


To the extent that early development costs can be expensed, the net after¬ 
tax cost to the investor will be increased. 

If the patent is ultimately to be sold or licensed, the intermediary corpora¬ 
tion may merely set up a double tax liability. 

In any subsequent sale of the development, to the extent its value is based 
on earnings, this will be net earnings after corporate tax. To put it 
another way, it would seem that a patent drawing off $1.67 might bring 
more than the stock of a company holding the patent drawing off $1 of 
dividends. This is by no means a hard and fast rule, particularly where 
the character of the development is such that the earnings from early 
operations are to be used in expansion. 

Incorporation of the development increases the risk by getting the inventor 
involved in capital-loss restrictions and deprives him of the personal tax 
benefit of the depreciation of capitalized development cost. If a top- 
bracket taxpayer puts $10,000 into an incorporated development which 
fails, he loses all tax benefits from $5,000 of the loss and is restricted 
on the balance. If the development is held personally, some $8,000 may 
be absorbed by reduced tax liability. 

If the development is patented, he can charge off %7 of its cost against 
other income every year until the cost is fully recovered. If he had con¬ 
verted the development into some shares of stock, he can never change 
off the cost against his ordinary income. He will just have to carry the 
cost until he sells the stock, and then he gets only a 25 per cent tax 
benefit out of cost as against tax benefit against ordinary income rates 
if he can recover the cost in annual depreciation charges. Moreover, 
he loses the chance to take royalty income, undepleted by the corpora¬ 
tion tax burden, out of the development instead of dividend income. 
Income from a full exclusive license, as explained previously, may be 
taken at capital-gains rates undiminished by the corporate tax burden, 
while dividend income is always taken in at full tax rates and is 
diminished by the corporate tax burden. Even though, at the right 
moment, he will want to sell to an operating company, there are tax 
benefits and flexibility in holding an invention or other intellectual 
property individually in the early stages. 
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The matter of timing the transfer of a patent or copyright to a corpora¬ 
tion is important. The best solution depends on an evaluation of the income 
position of the owner, the value and income prospects of the patent, and how 

long it will take for them to mature. 

6. Financing expansion and refinancing 

Financing expansion. Careful study will have provided satisfaction that 
the reasons for expansion are valid and that the dangers of overexpansion 
have been appraised and guarded against. Up to a point, the financing o 
expansion will resemble the normal financing of a healthy and growing busi¬ 
ness. The usual methods of issuing additional stock and borrowing money 
from a public or credit institution may be followed. Again, up to a point, 
expansion may be financed by accumulated profits not distributed as 
dividends and by growing depreciation reserves. Wise management will look 
toward long-term growth and, in financing early expansion, will retain their 
best security for last. They will raise money with stock and debentures as far 
as possible. To pave the way for later expansion, they will refund bond issues 
into stock. The desirability of keeping open the way to further expansion 
and further financing, and of minimizing fixed charges, will have to be 
weighed against the low cost of borrowed money today, the advantages of 
trading on the equity and of a thin capital structure, and the requirements of 
maintaining maximum control. This decision may boil down to a question of 
weighing the profitability of maximum expansion, conservatively financed, 
against the profitability of expanding more slowly so as to maintain tax and 
control advantages without placing too great a risk on equity ownership. 
The risk of overexpansion is compounded when financed by short-term 
credit. Income and short-term borrowing may be drained off to build up big 
assets or expanded inventory, leaving the business vulnerable to the first cold 
wind of bad times. The nature of the financing used to carry out expansion 
will also be conditioned by the state of the stock market. If stock pi ices are 
high, it becomes possible to sell additional stock without unduly diluting the 
equity of existing stockholders. If stock prices arc low, new stock can usually 
be sold only at a price which gives away too much of the business. Under 
these circumstances, such expansion financing as is desirable may best be 
carried out with borrowed money. 

Acquisition of other businesses . The most advantageous type of expansion 
is frequently effected by issuing additional stock to acquire another business 
which will expand or diversify existing operations. The fact that other com¬ 
panies can be obtained by tax-free expansion frequently permits the owners 
of an acquired business to avoid capital-gains tax on their sale, and to 
improve their liquidity with little if any loss in investment yield. 
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For example, if stock having a cost basis of $400,000 is sold for $1,000,000, 
the owners wind up with $850,000 after paying $150,000 capital-gains’tax.’ 
But, if the deal is a tax-free exchange, the owners wind up with $1,000,000 
in securities. Return of 5 per cent on the securities would yield roughly as 
much as a 6 per cent return on the proceeds of a sale. 

The acquiring company builds up its equity in several ways. First, the 
volume of earnings of the acquired company may be expanded by using the 
more powerful resources of the acquiring company. Also the established 
earnings and the method of financing can build up equity by retiring obliga¬ 
tions, thereby building up earning power of the remaining stock. 

In addition, major benefits may flow when the acquiring corporation has 
so proved an established earning power that its stock is valued at a higher 
multiple of annual earnings. The stock of the acquired company would 
normally be valued at a lower multiple of earnings, and the incorporation 
of the acquired firm’s earning power into the acquiring company’s structure 
will automatically bring about an important increment in value. 

Take a corporation whose stock is currently the subject of high investment 
popularity. Suppose it has 1,000,000 shares of common stock outstanding, 
backed by $10,000,000 of assets, or $10 per share. Because of its popularity, 
promise, and earning power, the stock is currently selling for $20 per share. 
If this corporation acquires a company at a value of one and one-half times 
lts net asset value, acquiring $600,000 net asset value by the issuance of 
45,000 new shares, it achieves a 6 per cent increase of asset value for a 
4r5 per cent increase in shares, and each share thereby gets a 1.43 per cent 
enhancement in asset value. 

Again, an acquisition deal may be made mutually attractive by the 
superior credit standing of the acquiring company, which permits it to 
acquire funds on a low yield basis and to purchase properties of businesses 
less fortunately situated as to credit standing. The higher valuation set upon 
the earnings of a large corporation by the securities market means that the 
acquiring corporation can offer shares that are extremely attractive to the 
owners of the acquired business, and acquire earnings greater than its own 
shares are able to report. These earnings are then translated into the higher 
value for all its shares, including those newly issued. 

As an example, take the 1944 acquisition by Coca-Cola of all the stock of 
the LaSalle group of Midwestern bottling companies for 113,665 shares of 
Coca-Cola stock. LaSalle’s 1943 earnings were $1,200,000. Thus Coca-Cola 
acquired $10.56 of 1943 earnings for each share of its stock. Its own stock 
showed 1943 earnings of $5.98 a share. Since Coca-Cola’s stock ranged in 
value from 16 to 30 times earnings in 1943 to 1945, the earning power of 
the LaSalle business increased the value of all Coca-Cola shares by double 
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the market price of the 113,665 shares issued to LaSalle stockholders. LaSalle 
stockholders received ten times LaSalle earn.ngs, which was and is a goo 
price for a small company. They sacrificed one-half of their prevailing level 
of earnings for the stability, liquidity, and relief from managerial risk and 
responsibility which ownership of a publicly owned company represents. 
They sold out at ten times their earnings, without capital-gains tax. 

These advantages are quite apart from what a buying corporation can do 
to improve the smaller company’s earning power by use of its financial 
resources, management talent, distribution outlets, etc., or by way of provid¬ 
ing a sure market for the maximum output of the supplier. 

Refinancing and recapitalization. The capital structure of a company may 
be changed by refinancing or recapitalization for the purpose of (1) achiev¬ 
ing a more balanced financial structure; (2) paving the way for additional 
financing; (3) improving the appreciation potential of junior stockholders, 
the safety of senior stockholders, and the liquidity of both; (4) eliminating 
arrearages and preferred stock dividends; and (5) saving interest and other 
financing costs. Such capital changes fall into these categories; 

Funding essentially involves the extension of maturities. Short-term debt 
is converted into long-term debt. Such a move is called for when a balance 
sheet shows a current liability practically equal in amount to current assets. 
It’s possible only when underlying assets and earnings are adequate to support 

permanent debt and higher fixed charges. 

Refunding involves calling bonds for redemption and paying off with the 

proceeds of new bonds issued. Such a move is called for to reduce financing 
charges when either interest rates have dropped or credit position has im¬ 
proved so that money can be acquired at lower cost. 

Refinancing debt with stock involves calling bonds or preferred stock with 
funds realized from the sale of additional common stock. Such a move may 
be desirable when common stock values are high or when it is important to 
improve safety or to pave the way for future expansion by removing fixed 

charges and maturities. 

Recapitalization involves revising capital structure by getting holders to 
exchange existing securities for new securities, on a voluntary basis. Substitu¬ 
tion of junior securities for senior securities will improve safety, reduce fixed 
charges, and pave the way for future financing. Substituting senior securities 
for junior securities will provide a bigger gamble for those who retain junior 
securities, and greater safety and liquidity for those who make the swap. 

7. Check list for planning the financing of a business 

Study the business to determine the operating ratios, profit margins, dis¬ 
counts, and rate of turnover which prevail 
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Determine the scale of operations for which the business will strive. What 
volume will make it a going concern, and what are the probable and 
desired stages of growth? 

Determine how much will be needed for plant, machinery, fixtures, and 
such fixed assets 

Project a cash budget to determine the probable amount and timing of 
cash requirements and a profit-and-loss budget to determine the extent 
to which prospects justify the risk of capital 

Start fitting the capital requirements, as determined in the first four steps, 
to the availability of capital to the owners. This may mean revising the 
scale and projected growth of operations 

Determine how much capital can be raised by investment in equity (com¬ 
mon and preferred stock) and how much it is desired to spread owner¬ 
ship 

Set aside enough of this amount to cover promotion and early develop¬ 
ment costs and to provide a fund for contingencies and a cushion over 
and above short-term working-capital requirements 

Determine how much long-term loan financing (mortgage, equipment, 
term) will be justified by the remaining equity and the collateral value 
of assets needed 

Determine how inventory, payables, and receivables will turn over and 
explore ways and means of carrying these assets—advances from cus¬ 
tomers and trade credit, bank loans, inventory loans, loans on receiv¬ 
ables 

Determine desirability of leasing or licensing rather than owning assets 
such as plant, trucks, machinery, patents 

Look around for trouble. What would be called for if expansion ran ahead 
of available capital? What would happen if necessary volume were slow 
in developing? Draw off pro forma balance sheets from budget projec¬ 
tions and test them to see how credit worthy the business promises to be 
at selected intervals 

Test the capital structure indicated by the availability and desirability of 
different forms of capital against tax factors 
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HOW TO ORGANIZE YOUR BUSINESS FOR 
MORE EFFICIENT MANAGEMENT 

Organization is the art which multiplies a one-man business enterprise into 
a large-scale, coordinated undertaking. Without organization—the con¬ 
trolled and directed teamwork of other people—there are distinct and rigid 
limitations on what one man can do. 

It always takes people to grow. The difference between an independent 
grocery store grossing $800 to $900 a week and a supermarket grossing 
$5,000 to $6,000 is largely a matter of organization. The merchant who 
personally unpacks shipments, stacks goods on shelves, wraps packages, and 
acts as cashier has that much less time per day for waiting on customers. 
But one manager , plus an organization, can handle thousands of transactions 
daily. 

The corner newsstand operator expands by “putting on” delivery boys. 
The garage man sees a step ahead and adds a wholesale department to sell 
parts and equipment to other garages. The village upholsterer starts selling 
furniture, in addition to repairing it, and winds up on a main highway with 
several floors of merchandise, including floor coverings, radios, and appli¬ 
ances. And now he has people selling goods for him, people delivering his 
wares in trucks, people installing television sets and air conditioners. Lack¬ 
ing organization, he could not function effectively. 

Lester Jones and Wallace Smith both start out in comparable lines of 
business. Jones is a near-genius in his field, and he quickly outstrips Smith, 
who is a plodder. But Jones “does everything important” himself and 
reaches a point where, for lack of hours in the day, he can go no further. 
Smith, on the other hand, gradually acquires, trains, and organizes personnel. 
Eventually he passes Jones and keeps on forging ahead. Paradoxically, the 
bigger his business grows, the more time he has for creative forward plan¬ 
ning. In short, he has an organization, and has multiplied his effectiveness 

manyfold. 

Hiring people is only part of the organizing process. They must be welded 
into a unified whole, freed of overlapping and conflicting functions, held 
together by a common bond or morale. History abounds with instances 
where organizing genius triumphed over numbers—the Greek phalanx 
against the Persian hordes; the Roman legions against numerically pre- 
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dominant Goths and Gauls; the few hundred Spaniards under Hernando 

Cortez, who conquered Mexico. Time and again, a handful of tra.ned, 

rinlined coordinated men have overturned an empire. 

'procurement for war has always stimulated the organizing process among 

civilians It was George Washington’s compelling need for muskets, for ex¬ 
ample which spurred Eli Whitney into mass-producing flintlocks on an 
assembly line-the world’s first employment of interchangeable parts as a 
basis for production. In recent times, the race for the atom bomb involved 
the largest and costliest scientific organization in the world s history. 

The next great advance was stimulated by the Second World War The 
war developed many improvements in technology, but one of ns greatest con¬ 
tributions was in the development of business organization. Tune was vital, 
and war production could not wait on decisions from above. J' 

top management rapidly extended the delegation not oniy of tasks but a 
of authority and of responsibility for carrying them out. At the «me tune, 
the war draft required an analysis of what each man was doing and a 
classification of his job. And the wartime wage regulations required a state 

ment of his authority and responsibilities. 

The outcome was a highly developed system of job analysis and delegatee 

authority, which had the advantage of freeing top management to deal with 

the shifting wartime emergencies of materials, labor force, transportation, 

' Though 15,000,000 people were lifted out of the labor force of the country 
for the armed forces, our war industrial production was multiplied two and 

;» half times in 3 years. 

To the businessman, the reasons for organization should be self-evident 
Organization not only multiplies his capacity to produce and distribute. It 
•fives him access to others’ capital, thus providing financial sinews for growth 
and operation. It frees him from slavish devotion to detail and enables him 
to work at his highest skill—managing his business. And it means that after 
his death or retirement the business will continue, with all that holds for his 

associates, employees, and dependents. 

The process of organization may be classified as a science because l 

depends so much on precise definition of function, authority, and responsi 

bility. The process of management which directs an organization may h. 

considered an art, because it depends on human reactions, which cannot be 

relied upon to be always sternly logical. 

J. The principles of organization 

Organization is the management tool which enables the owner or top 
executive of a business to coordinate the “four M’s”—Men, Money, Ma- 
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chines, and Materials—retaining control over their use and performance, so 
that all factors in the business move ahead according to plan. It is the key 
to eliminating waste and lost motion—and also the means of expanding 
opportunities for employees and executives. The business which does not 
meet these tests is not yet fully organized. 

Defined in still another way, organization is the wedding of authority and 
responsibility, because, in its essentials, it consists of assigning specific func¬ 
tions to designated people or departments, with authority for them to be 
carried out, plus accountability to management for the results obtained. 

Each of the following steps in setting up an organization involves a major 
principle: 

Determine objectives . “What are we aiming at?” is the beginning of 
wisdom in organizational planning. The aim is not merely to make money, 
which is the first essential. Is it to capture a measurable , larger share of the 
industry’s business within a certain area? Is it to introduce a new or im¬ 
proved product within a definite period of time? Is it to purchase and merge 
another company? Or to launch a subsidiary to engage in some particular 
line? 

When specific goals or targets of this nature have been defined, only then 
is it possible to weigh their feasibility; to see if they are in harmony with the 
organization’s other goals, and to estimate what may be required in terms of 
financing, facilities, and personnel in order to accomplish each objec¬ 
tive. 

Formulate policies. Administering a business, like administering a state, 
depends for continuity and consistency upon the policies prescribed. The 
constitution, laws, and court decisions, plus the regulations of administrative 
agencies, provide the great body of policies and precedents in the field of 
government. In business, policies are made or confirmed by the board of 
directors and carried out by the management. Through practice and prece¬ 
dent, the latter also builds a policy structure no less important than that of 
the directors. 

Here are a few typical questions, the answers to which become a part of 
management policy; they must be answered before subsequent steps can be 
taken in setting up and administering the organization. The best procedures 
for developing the correct answers to most of these questions are discussed 
in other chapters: 

How should additional capital be obtained, if needed? Through the sale 
of shares? By borrowing? By converting other assets into cash? 

Of the company’s borrowed capital, how much should represent long-term, 
how much short-term, debt? 

Should distribution of the company’s products be direct, or through job- 
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bers, selling agents, etc.? Should dealerships be exclusively franchised? 

Should resale prices be fixed through fair trading? 

Should the company make or buy parts or other components. Should it 
own or rent the facilities for manufacturing, warehousing, the othce, 

etc ^ 

Where should specific executive jobs be placed on the organization chart? 

In all cases where the question is applicable, should the particular 
executive’s function be “line” or “staff” (operational or advisory)? 

Should certain functions of the business be carried on by departments, 

divisions, or subsidiaries? 

How much information should be supplied to stockholders, and what 

should be contained in the annual report? 

What research projects should the company engage in? How much should 
be spent each year for this purpose? Should it be done by company 
specialists, by outside laboratories, or jointly with a college or the 
Federal government? 

It is the nature of business policies to be cumulative. If arrived at after 
mature reflection based on all considerations, one policy supplements 
another. The existence of this corpus juris (body of law) greatly expedites 
future decisions. It also enormously diminishes the hazard of conflicting 

verdicts and incompatible, ill-assorted ventures. 

Classify or functionalize operations. There arc four major, or “basic,” 
groups of functions in a manufacturing organization: financing, production, 
marketing, and accounting. With the exception of certain advisory functions 
—personnel, law, economics, public relations—practically everything a com¬ 
pany docs can be allocated to one of these four functions. For example, 
taxes, payroll, insurance, etc., would normally fall under accounting; product 
design, purchasing, safety, plant layout, and maintenance would come under 
production; market analysis, advertising, sales management, dealer relations, 
etc., would be classified as part of marketing; the raising of funds and the 
conservation of assets would clearly belong under financing. 

Departmentalize. Once the separate functions become clear and their rela¬ 
tions with others clearly understood, it is possible to set up departments to 
handle particular functions. In addition to a major function, each may have 
one or more related, minor functions. Where the volume and nature of an 
erstwhile “minor” function justifies, it can be given department status. For 
example, in many larger companies, internal auditing has become a separate 
function, no longer tied in with accounting. The internal auditor—who 
performs for the management what the certified public accountant does for 
the stockholders and directors—usually reports directly to the president. 

When organizing departments, due consideration should be given to 
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administrative ease and control. Anything which needlessly increases the 

volume of reports, or which adds unnecessarily to the number of executives 

having direct access to the top official, impairs—rather than improves_ 

business efficiency. 

Centralize control . The man at the top of the organization should hold the 
reins or else have them held by someone under his direct supervision and 
control. The control function, which will be enlarged upon in subsequent 
portions of this section, is largely a matter of records (plus interpretation) 
based on standard of performance. Devising such standards, and providing 
for their proper use, is of major importance to top management. 

Recruit and train personnel. The procurement, selection, and training of 
personnel—both executive and rank-and-file—are vital factors in building 
and maintaining an organization. Obtaining the right people is only part of 
the job. The training responsibility is far greater, because it is training which 
makes an employee invaluable, once he has been properly selected. Training 
is not just a personnel-department responsibility: it should continue, at all 
times, through all levels of the organization. Ideally, every job should be 
regarded as an apprenticeship for something better. The department head 
who is not training his subordinates to undertake higher responsibilities is 
failing in his duty to them and to the firm. 

In short, policies and provisions for the selection and training of future 
executives and other personnel should be part of the organizing process. 

Ensure coordination. Cooperation and teamwork, both within and between 
departments, are essential to the success of any organization. These cannot 
be left to hit-or-miss efforts but are the fruit of continuous and constant 
application of management policy. Communications and meetings are two 
dependable instruments, but even the best of these will fail without positive 
backing from top management, which, through its powers of delegation and 
control, can coordinate activities. 

Coordination is increased when the organization chart provides for execu¬ 
tives with coordinating powers. A director of advertising and sales, for ex¬ 
ample, can dovetail these two realms more expeditiously than can coequal 
advertising manager and sales manager. 

Top management must be free to manage. A chief executive whose day is 

uncluttered with details—especially details not of his own choosing_can be 

truthfully said to head a “good organization.” He must be free to devote his 
full time to management functions—to administer, to trouble-shoot, to create 
new ideas, to plan for the future—unencumbered by operating details. What¬ 
ever can be delegated should be delegated, always assuming clear-cut respon¬ 
sibility and tight control. 
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2. The two prime objectives of good organization 

The two most basic, fundamental objectives of good organization are (1) 
to permit delegation of authority, and (2) to exert control. In other words 
they provide answers to the questions, “Who is to do this work? and Is it 

being accomplished correctly, at the right cost, and on time?” 

To permit delegation of authority. When a problem arises, management s 

first task is to evaluate it, i.e., project it against the organization chart and 
see if it is “routine” and therefore referable to a given department oi 
executive. If not, the problem must then be broken into fragments, and each 
piece assigned where it logically belongs, with provision for assembling the 

For example, fault is found with a price. Was it properly computed. 
Did accounting accurately evaluate and assign the elements of cost. Is it 
a cost-reduction problem , which might involve production economies, or 
even research and an improved design? Is the cost too high because of 
uneconomical marketing? If so, sales may have to come up with the answer 
A problem of a different sort might be that of establishing a pension fund 
for employees. To accounting fall the details of the plan—as to whether, for 
example, a trusteed or an actuarial plan appears best and also the com¬ 
puting of probable cost to the company and to the employees. Personnel 
or industrial relations must weigh the plan’s impact upon the workers, in¬ 
cluding collective bargaining connotations. To public relations may fall the 

task of selling wide acceptance of the plan. 

Delegation, of course, takes place at all levels. The foreman or supervisor 

who “gives orders’’ also endows the worker so instructed with some of his 
own delegated powers. He is authorized to proceed along a given course of 
action. Every step in the chain of command, from the board of directors 
down to the individual worker, involves a greater or lesser right to delegate 

responsibility and the authority to carry it out. 

Much of top management’s direct delegation is concerned less with the 
day-to-day functioning of the business than with the collection and inter¬ 
pretation of facts to use as the basis of planning. 

Consider, for example, the fact finding which must precede decision mak¬ 
ing in regard to a new plant. Where should it be located? Arc transporta¬ 
tion facilities adequate? Is new construction more advantageous than buying 
and modernizing an old building? Is it better to borrow new money for the 
purpose, or use cash (to the possible detriment of dividends) or, perhaps, let 
an insurance company build and own it, with the manufacturer taking a 
long-term lease? Will the local labor force be adequate without “importing” 
others? What group of seasoned, trained employees, supervisors, and execu¬ 
te 
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tives should he transferred from an existing: plant to provide an expert 
nucleus? How much additional business must the company handle each year 
in order to absorb the various outlays and justify the expansion? 

When the head of an effective organization needs facts like these, he 
usually delegates someone (say his executive assistant) to investigate all 
angles and submit a report with recommendations. Sometimes an outside 
consulting organization is retained to make a study, working in close liaison 
with an assigned executive of the company. Either way, the delegation 
carries with it authority to obtain facts and figures from all departments and 
individuals possessing them. 

One would think, from reading material printed on the subject, that dele¬ 
gation normally originates with the top executive. This oversimplifies the 
process. More typically, it is an act of confirmation, carrying with it author¬ 
ity which sharpens in detail as it proceeds outward from the top adminis¬ 
trator. 

Here is an illustration. A report from the controller or chief accountant 
reveals that sales in a certain market are decreasing in relation to those of 
competitors. The general sales manager, when acquainted with this condi¬ 
tion, decides after investigation that more intensive direct mail will help 
recapture the market. The advertising manager is brought into the picture 
and instructed (the first true delegation) to map a test campaign. From this 
point on the delegation spreads—to the advertising-agency account execu¬ 
tive, from him to the copy chief and art director, and eventually to the 
printer who produces the literature. 

This simple illustration shows that delegation is not a magic process, with 
the president sitting somewhere on Olympus, dreaming up ideas and push¬ 
ing buttons to translate them into action. Rather, it is a process of stimulat¬ 
ing others to think and communicate their ideas to management, which 
acts upon them. In short, delegation is a two-way street. 

To exert control. Control is the obverse side of delegation. The larger the 
organization and the more far-flung its activities and personnel, the greater 
is the need for formalized control, which is another name for being kept 
informed about all aspects of the business. The pilot of an airplane has auto¬ 
matic instruments which tell him at a glance his altitude, speed, stability, 
fuel consumption, direction, wind resistance, and other vital factors. The 
controls which the head of a business organization exercises play a similar 
role. They tell him where he is and how he is proceeding, so that he can see 
where he is heading. 

The president who says to an operating executive, “Do such and such, 
and we’ll go over it on Wednesday,” is exercising control in its simplest form. 
By fixing a date for the completion of the work and providing for his inspec- 
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tion of the results at a particular time, he has made what businessmen 
would call a “tight delegation.” It is “tight” because it includes the meas¬ 
ures for control. A follow-up hie of dated reminders is another rudimentary 

example of control. . 

Organizationally, the control function is related to that of accounting and 

records, which explains why, in the larger companies, the controller is the 
chief accounting executive. In small and medium-sized firms, the top execu¬ 
tive acts as his own controller, guided by the reports and records prepared 

and submitted by the accounting department. 

Control, which might also be termed “evaluation,” because one of its major 
purposes is measuring results , gives management a reasonably automatic 
check on all aspects of the operation. Without adequate controls to keep 
him informed, the head of a business cannot effectively “hold the reins on 
his organization. More on this subject later. 

3. The three major functions of organization 

A business organization has three major functions: planning, operation, 
and control. Without the first, it grows haphazardly, if at all. Without the 
second, the real base of any business, organization is meaningless. Without 
the third, it is headed for the shoals of loose administration. 

The planning function . Planning is the translation of objectives into con¬ 
crete procedures and assignable responsibilities, determining what shall be 
done and who is to do it. It represents the generalship of business, including 
both strategy and tactics. It has long-range and short-term connotations, and 
it is successful to the degree that it is kept balanced and elastic. ^ 

The legendary autocrat who growled, “1*11 do the thinking around here! 
is the polar opposite of the more enlightened businessman whose organiza¬ 
tion provides the plan, probably with alternatives from which he can select 
the course best suited to his purpose. 

Forecasting and budgeting are two specific instances of high-level business 
planning. The first step in forecasting is appraisal or review. What was our 
performance in the period just ending? How did it compare with that of 
comparable firms in the industry? What can we reasonably expect to do in 
the period to be covered by the forecast? What depressing or stimulating 
factors exist or can be anticipated in the general economy? What do we 
have to go on, in the sense of materials on hand or arranged for, work in 
process, inventories, plant and equipment, cash resources? 

As a rule, the sales forecast is the foundation of the over-all prediction. 
Because sales are usually equivalent to gross receipts, most other factors in 
the business forecast are related to the anticipated volume of sales. But the 
sales manager’s opinion alone does not suffice. He is expected to look on the 
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bright side of things, to minimize obstacles, and to reflect in his forecast an 
optimistic and enthusiastic point of view. Organization provides the needed 
checks and balances—from the “figure men” or accounting-minded execu¬ 
tives, and from those concerned with production and procurement difficul¬ 
ties, who visualize the bottlenecks, internal and external, which may restrain 
the flow of goods into the market. 

Great strides have been made in the art of business forecasting during 
recent years. Business cycles are better understood. Economic facts are more 
readily available, through the statistical services of trade associations and the 
Department of Commerce. Furthermore, business organizations themselves 
possess a greater store of past-performance data. 

The techniques of budgeting have also advanced conspicuously. Few com¬ 
panies of any size, for example, make one rigid budget any longer. The 
growing practice is to make not one forecast but two or more, with a budget 
keyed to each. Then, if the lower volume of sales eventuates, there are 
budget categories to fit, without the need for complete rebudgeting. The 
so-called “flexible budget” has many advocates. Under this method, outlays 
are automatically reduced in proportion to periodic drops in sales. 

This section is not concerned with the merits of any particular type of 
budget, but rather with the forecasting-budgeting process as an example of 
good organizational planning. Instead of being “masterminded” at the top 
and imposed on those below, it flows from the department heads themselves, 
and is accepted by them as a democratic device to facilitate their operation 
—and cooperation. 


Forecasting and budgeting, of course, are only two aspects—albeit vital 
ones—of planning. Research, marketing, advertising, production, purchas- 
ln g> personnel, training, compensation of executives and employees—all 
require planning. But the applicable techniques are all the same. Regardless 
of the particular problem involved, the organizational approach is the best 
for any business to follow. 

The operational function. The operational function of organization is to 

eliminate the need for intervention in the operating process by those who 

constitute top management. The goal is to make the business run itself so far 

as possible, and limit management’s intervention to improving methods, i.e., 

further organizing operative details, whenever this seems advisable. Only to 

the extent that this goal is attainable can management be really free to 
manage. 


This objective is achieved by routinizing operations via the establishment 
of systems, and by safeguarding their performance with controls. Standards 
are set up for every task, and records provided for, so that results will be 
measurable and subject to check. All operations are conducted within a 
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functionalized framework of executive and supervisory personnel, to whom 

appropriate delegations of authority have been made. 

The requisitioning of materials constitutes a simple lustration. Only in 
the smallest shops does a workman have to go to the boss for what he needs. 
All others have a system of forms and authorizat.ons which ensure a ready 
flow, combining records and control. The separation of toolmak.ng from 
production machining is another case in point. I his simple practically uni¬ 
versal idea is management’s assurance that (1) enough taps, dies drills files 
etc of the right type and variety will be on hand at all times; (2) all tool 
will be kept in top condition; (3) production machine operators will not 
waste their time sharpening or adapting tools, with the concurrent risk of 
spoilage. In short, the supplying and maintenance of tools has been 

organized. . 

The extent to which operations have been organized is apparent in many 

ways from every perspective. To the rank-and-file employee, it shows up in 
such terms as convenience on the job (plant layout) ; lack of delays due to 
hitches in the flow of work from machine to machine or department to de¬ 
partment; protection against accident, injury, and other health hazards; a 
clean and attractive workplace, with adequate wash-up and toilet facilities; 
a formalized grievance procedure; helpful and understanding supervision; a 
compensation method which he understands and accepts; and a feeling that 
he is being regarded and appreciated as an individual, rather than a machine 


or just a number on the payroll. 

To the customer, a business is well organized if deliveries are made on 
time; if the company’s salesman calls at regular intervals; if invoices arc 
accurate and submitted in time for discounting; if the goods themselves arc 
up to standard; and if, when occasional things go wrong, remedial steps arc 

promptly taken. 

Suppliers have kind words for their customers’ organization if orders are 
clearly stated, shipments promptly accepted, bills paid on time or discounted, 
requirements estimated far enough ahead to keep “rush” requests at a mini¬ 
mum, etc. 

' • 

Stockholders, bankers, investment counselors, and others whose concern is 


financial also have criteria for judging a company’s management and ability 
to organize. Regularity of earnings, health of growth, cash position, debt 
management, treatment of reserves, depreciation policy, executive continuity 
(ability to attract and retain the services of competent people), freedom from 
proxy fights and other disputes over control, the absence of litigation or 
controversies with government—these are among the signs that the financial 
community goes by in evaluating a business organization. 

The best systems for obtaining these desired results are not haphazardly 
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conceived. As a rule, each is the result of considerable study and actual test, 
plus regular revision and overhauling to keep in step with changing require¬ 
ments. And when things go wrong, organization-minded managers ask, not 
‘‘What’s wrong with the man?” but “What’s wrong with the system?” 

The chief auditor of a large company recently remarked that a cash defal¬ 
cation on the part of an employee is as much an indictment of the firm as of 
the embezzler. It raises the point, “What is wrong with our controls if they 
tempt—and permit—one to steal?” The same philosophy applies to waste 
of materials, accidents, absenteeism, and other drains on efficiency. 

Almost all contemporary concepts of operating organization stem back to 
F. W. Taylor’s discovery of “scientific management,” which combined at 
every point the following conditions: 

Standardization of the operation, including machines, tools, and method- 

Selection and training of the right individual to perform the job 

A cooperative spirit on the part of the worker 

None of these three conditions is static. Standards for even the more ele¬ 
mentary jobs require constant revision, because of improvements in machin¬ 
ery, changes in materials, changes in other jobs related to the first, etc. And, 
as has been remarked many times over, the human element is one which 
requires constant attention. The quality of supervision, plus the general level 
of human relations prevailing, is a basic factor in keeping systems operating 
with maximum efficiency. 

The control function. Positive, centralized executive control as a function 
of management is a relatively new concept. Prior to the thirties, few com¬ 
panies numbered a controller in their list of key executives. The control 
function, in other words, was divided among several people, from the presi¬ 
dent down. The trend today is to concentrate the various aspects of control 
in one executive or department. An idea of what “control” involves can he 
gained from the following summary of the duties and responsibilities of a 
controller: 

Determination and promulgation of accounting policies and procedures 

Office management and office services, including standardization of office 
machinery, equipment, and forms; provision for central filing; and 
supervision of certain office service 

Maintenance of the accounting records of the company in adequate form 
to disclose all needed information 

Determination of income, costs, and profits of the company from its vari¬ 
ous activities, including all necessary preliminaries, such as taking and 
valuing physical inventories, classification of receipts and expenditures, 
allocation of costs and income as between accounting periods, etc. 
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Preparation and interpretation of financial and statistical reports of the 
company, including government reports and forecasts of probable results 

in coming periods . 

The making of recommendations for suggested executive actions indicated 

as necessary by the reports or forecasts, i.e., in conjunction with other 
officers and department heads, to initiate and enforce measures and 
procedures whereby the business may be conducted with the maximum 
safety, efficiency, and economy 

Administration of control practices and procedures with respect to assets, 
receipts, and expenditures, including budgetary controls # 

Preparation of tax returns and the supervision of all matters relating to 
Federal income taxes, social security taxes, state income and franchise 


Administration of internal audit procedures, including the continuous 
audit of all accounts and records of the corporation, wherever located ; 
the verification of the company’s securities and other property; the veri¬ 
fication of the adequacy of insurance carried, etc. 

The organization of the controller’s department is as important in setting 
up the over-all pattern as is the organizing for production and sales. As in 
these other instances, functional lines are followed. The organization chart 
for a small or medium-sized company would probably show two executives 
reporting directly to the controller: the office manager and the plant account¬ 
ant. The former would have authority and supervision over receipts and 
disbursements, general accounting, and budgets, while the latter would be in 
charge of payrolls, plant accounting, production and shipping, and costs. 
The functions of auditing, taxes, and so forth would be performed by the 

controller himself, or by an assistant controller. 

In a larger, more involved establishment, the controller might be aided by 
three or more assistants—say one in charge of manufacturing accounting, to 
whom the plant accountants report; a second in charge of sales accounting, 
to whom the office managers of the various branches report, and a third in 
charge of general accounting, assisted by an accounting director for general 
accounts and an accounting director for taxes. In still larger setups, there 
are divisional controllers who report, as a rule, to the general manager of 
the division. 

Although the title of controller is rarely found in small companies, the idea 
of centralizing records, accounts, and controls under one executive is rapidly 
spreading. Even where no such office exists, the fact remains that the con¬ 
troller’s functions still have to be performed, and it is better organization to 
concentrate them in one department than to leave them scattered across the 
board. 
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4. How to develop a pattern of organization 

Define responsibility by preparing job description. As previously stated, 
having people working for one is not the same as having an organization, 
with all that the word implies. The first step in converting a relatively unor¬ 
ganized group of employees into a real organization is obvious: to find out 
what they are doing presently, so that their duties and responsibilities can 
be defined and realigned. This calls for a job description of each function. 
When these descriptions have been written down and examined, it is possible 
to reassign duties on a more efficient, more logical, and more equitable basis. 

Delegate authority sufficient to handle responsibility. Hand in hand with 
the redefining of the job should go the delegation of authority sufficient to 
discharge the duties. It is unfair and impractical to assign responsibilities 
without delegating the powers which go with them. It is inefficient and con¬ 
fusing to have authority and responsibility divorced, but this does happen in 
industry—most frequently at the supervisory level. The foreman who has 
no right to hire, fire, or discipline, who is by-passed in the grievance proce¬ 
dure and overshadowed by the union shop steward, does not have authority 
in keeping with his responsibility. 

When defining jobs and delegating authority, it is important to avoid or 
eliminate overlapping. A delegation is effective only if it is clear-cut and if 
its scope and definition are known to others in the organization. Limiting 
authority is as important as imparting it. In short, the executive should 
know how far he can proceed without trespassing on another’s territory. 

Some businessmen who are good in every other sense make two cardinal 
errors in this regard: (1) they prefer to let authorities be implied, rather 
than stated; (2) they do not respect the boundaries which they themselves 
have laid down, but feel free to “cut across channels” whenever they so 
desire. Such actions are subversive of an organization, and are the frequent 
cause of resignation, frustration, and resentment on the part of executives so 
treated. To the organization, the cost is paid in terms of waste, lack of 
cooperation, and impaired control. 

Compensate fairly. Compensation is of supreme importance in reorgan¬ 
izing a business or setting up a new one. The salary paid to a specific exec¬ 
utive must be in line with those paid for comparable jobs in the company, 
in the area, and elsewhere in the industry, and it must fairly reflect the 
nature and scope of his responsibilities. A salary is significant not only in 
terms of the purchasing power and living standards which it represents to 
the person receiving it, but also as a measure of his importance and prestige. 

An executive’s salary should be sufficiently larger than that of his best paid 
subordinate to substantially reflect the difference in their ranks. It is a mis- 
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take, for example. except under abnormal conditions, for a company to pay 

supervisors less than the workers under them receive. , Ued by 

prevalent during wartime, when production employees pay w “ T* 7 

!"gh piece rates shift differentials, and overtime. As a result, the foremans 

■»» «* «-■- 

w b„„, comparable in.rce In pay. The ™ ” 

,he Second World War took this into account, and one dependable way tor 

m employer to win approval of a wage or salary increase was to dem0 " S ‘” 
n Increase in responsibilities. Incidentally, this rule stimulated the healthy 
ila t ee o job analysis, job description, and job evaluation as a basis or 

1. . 1.0 earned wideapre.d adopt,.n o! jobcl,»*»■ 
lion—the setting of a range for every job, from the minimum or starting 
wage to the maximum for that position. Many companies which lacked 
JL classifications went to work and installed them, and » ew month, teal 
sufficed to prove the value of the innovation as a permanent device. 

Lcngth-of-service increase,, within the range set for the particular |.b. 
were also recognised in the wartime regulation, and were generally adopted 

"■orZ^X^imum ha, been set lor a par,lento position^ the 
question arise. o[ what to do with the employee who ha, aehwved be 
mum One cannot go on increasing the maximum; this would not only upset 
and confuse the compensation schedule, but would also lessen the employee 
incentive to take on additional or higher responsibilities. The way to m 
this difficulty is through a policy of promoting individuals to higher jobs an 

training thein to niov'c shesd. . • 

In the more important positions, the value of salary increases as incentives 

has been Neatly impaired by income taxes. The same is true of a bonus 

which is treated as taxable income by the Treasury, and the tax treatment 

stock options to employees has also deprived them of their former importance 

Some companies have partially overcome this condition by granting special 
privileges to executives in lieu of substantially higher pay, once the tax bde 
becomes confiscatory. These range all the way from more luxurious offices 
and more assistants to longer vacations and larger personal expense accounts. 
Everything possible is done to increase the individual s feeling of sigmficanc , 
as in encouraging him to take a larger part in trade association activities 
allowing him to speak for publication, giving him greater opportunities for 

travel, admitting him to the inner councils. 

Retirement pay is an important part of the compensation problem, espe¬ 
cially in regard to higher executives. Again, tax restrictions interfere with a 
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company’s right to determine retirement payments, and few pension plans 
give an adequate retirement allowance to the higher-paid executives and 
officials. This has been met in some quarters by not retiring outright the 
victims of this discrimination but giving them responsibilities of an advisory 
or consultative nature, which do not take up all their time but keep them 
“on call” when the need for their help arises. Such duties, of course, must be 
tangible, because otherwise the Federal tax authorities would disallow the 
expense of such salaries as not representing services rendered. 

The so-called “fringe benefits”—vacation pay, hospitalization, health insur¬ 
ance, employees’ pensions, etc.—are becoming more and more a regular part 
of the compensation plan. Economists estimate that from 5 to 20 per cent 
of the payroll is for such benefits, and that the burden will increase, rather 
than diminish. Obviously, a company is not prepared for future contin¬ 
gencies unless it has made tentative provision for this “hidden payroll.” 
Social-minded government combines with aggressive labor-union leadership 
to impose these costs upon industry. 

Evaluate progress at stated intervals. Another “must” to keep in mind is 
to evaluate progress at stated intervals. This includes not only the progress 
of individual employees, as measured by merit rating, but also that of depart¬ 
ments and of the company as a whole. A business should grow, on the aver¬ 
age, 20 per cent a year. No company stands still; it either grows or 
shrinks. Therefore it is important for the organization to include provision 
for periodic reviews and soundings to show which way the firm is head¬ 
ing. 

One way to keep growing is to keep the individual employees and execu¬ 
tives adding to their stature. If their progress is regularly checked and 
recorded, a basis is provided for recognition of their growth. This keeps the 
organization “on its toes,” and passes the benefits down the line. 

Select carefully and train thoroughly. Whenever and wherever new per¬ 
sonnel is required, the emphasis should be on careful selection and thorough 
training. If jobs have been properly analyzed and standards of the right 
sort devised, the personnel department will be guided in its choice of appli¬ 
cants. Final selection, of course, should rest with the department head to 

whom the new employee must report. 

Training should be dynamic and long-term, rather than haphazard and 
confined to learning the immediate job. It has been wisely said that “author¬ 
ity to supervise includes responsibility to teach.” Unfortunately, as a recent 
study proved, there are many high executives in industry who never had 
supervisory experience and who are equally unprepared to train and teach. 
The facts regarding such conditions should be known to management, which 
then—and then only—can take steps to supply the deficiency. A program 
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combining attendance at outside institutions, plus appropriate on-the-job 

training, will go far to remedy such a situation. . f .. . . , 

There is another corollary, which holds that no employee is fully trained 
for a given position until he is able to supervise others in doing the work. It 
follows that employees who show any promise at all should be early instructed 

in the art of supervision. , 

Training also involves indoctrination in the company s policies and pro 

dures, acquaintance with the rules and regulations surrounding various jobs 
and departments, plus knowledge of its products and of its position in the 
industry and the community. The preparation of an employee manual, so 
that a copy can be given each new recruit, is a constructive step in this direc¬ 
tion Needless to say, it should be graphically attractive and up-to-date, and 
not just one more piece of dry-as-dust “literature” to be put away and 

forgotten. 

5. The levels of organization 

Any organization can be broken down into levels of delegated authority 
and responsibility. These levels of organization are important only in check¬ 
ing actions to make certain that they are being handled at the right level. 
The majority of decisions will fall under these levels of organization: 

Policy decision 

Planning and recommending techniques 

Supervision 

Detail work 

The actual working of these levels of operations is covered so thoroughly 
in the other parts of this section that they are being listed at this point simply 

for checking. 

6. The growth pattern of delegation of authority 

Most business organizations are the result of an expanding pattern for 
delegating authority. The process starts with the original “one-man” busi¬ 
ness. The proprietor begins organizing when he engages an assistant, to 
whom he delegates a portion of the work. As business increases, he adds 
additional assistants, and they, in turn, acquire personnel to help them. In 
time, the assistants become heads of departments and report to the owner. 

As the business becomes more complex, outside services are retained: a 
public accountant, who for a time provides all the accounting services 
required; legal counsel; an advertising agency; public relations and manage¬ 
ment counsel, etc. Often outside services fill an awkward gap, because the 
business is still too small to justify full-time specialists on a salaried basis. 
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Gradually the business acquires a full-time staff. Accounting detail has 
grown and the need for audits and reports has sharpened. So the rudiments 
of an accounting department appear. The volume of advertising has also 
grown to a point where someone must keep in constant touch with the 
agency, so an advertising manager is engaged. Technicians of various kinds, 
depending on the nature of the business, are added to the payroll, which by 
now also includes an office manager (who probably doubles as chief account¬ 
ant), a purchasing agent, and a sales manager. 

By this time, the need for capital in keeping with the enlarged scope of the 
business has made it necessary to sell securities to the public—which in turn 
has resulted in the election of an active board of directors. The owner has 
now become the president, and at the directors’ insistence he rounds out the 
organization, so that he can function as an administrator, effectively carrying 
out the policies of the board. 

As one of the major steps in completing the structure, the company ob¬ 
tains a controller, whose function—besides managing the accounting, tax, 
and related departments—is to keep the president informed where the 
business is, so that he can see where it is heading. 

7 . The importance of controls 

In order to function properly, the head of an organization must retain 
control over key activities, including— 

Budgeting and control of funds and expenditures. The company budget is 
the basic instrument of such financial control, supplemented by daily bal¬ 
ances of condition, summaries of receipts and disbursements, etc. Before any 
check is signed, the payment is checked against the proper budget category, 
as are authorizations to commit the company to buy in excess of certain 
amounts. 

Materials en route and in process. A control is kept on all such items, so 
that warehousing costs, material prices, demurrage on freight, and other 
losses are kept to a minimum, and so that production stoppages are not 
caused by delays in arrival of materials at the plants. 

Plant and equipment. These are under constant and positive check as to 
their adequacy, depreciation, maintenance, comparative production costs, 
etc. The newest and latest devices for materials handling, inspection, speed¬ 
ing up and improving quality of output, and so forth, are studied and tested. 

Resources and suppliers. The quality of materials received is established 
by test, and the dependability of one source as against another is kept a 
matter of record. Such matters as labor stability and financial and credit 
status are studied from time to time, and any development which may affect, 
the supplier’s delivery capacity or credit is quickly investigated. Otherwise 
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employment in the organization’s own plants may be unstabilized, with a 
consequent impact upon employee morale and customer satisfaction not 

to mention profits. 

Personnel. Personnel here includes employees, consultants, and agents. 
The entire field of employee relations, including collective bargaining, 
morale building, promotion, and training, should be subject to periodic 
surveys and examination. Never as intangible as they first appear, these 
relations are measurable and definite. Just as the military commander’s first 
thought is for his men, so does the happiness and prosperity of his employees 

loom large in the top manager’s thinking. 

Outlets and markets. Control in this sense over outlets and markets greatly 

exceeds mere credit management, which is only one of the factors to be con¬ 
sidered. A good organization is “choosy” about those to whom it sells. 
Price cutters, chiselers, and others of that ilk may have the best of credit, 
but the firm may suffer from doing business with them. Care is also taken 
not to overreach into distant markets, where the cost of doing business may 

exceed the total volume from the area. 

Control of marketing must be positive as well as negative. The wide¬ 
awake organization constantly surveys new markets, as well as restudying 
those already established. It never lacks the facts on which to base its deci¬ 
sions regarding territories, consumer demand, etc., and is ready on short 
notice to “move in” and capitalize on any favorable situation. 

8. Basic helps 

There are a number of basic devices which top management can use in 
building and administering an organization. Here are some which have 
proved their utility: 

Separation of functions. As previously stated, functions must be clear-cut 
and sharply delineated if delegation is to be clear. Otherwise those who 
perform the functions will be “fuzzy” in regard to them and to their own 
measure of authority and responsibility. Under such conditions, efficient 
administration is impossible. 

Organization chart. This is a means of defining functions, job titles, and 
their relation to other functions and other jobs. It is the nature of organiza¬ 
tions to keep developing and changing, so the charts which portray them 
must also be kept fluid. Books have been written on the subject, and there 
is much to be learned from perusing them. 

Clear delegation of work and authority. This has been dwelt upon before, 
but is an absolute essential, and hence worth mentioning again and again. 

Budgets and accounts. These are management’s keys to control, the basic 
instruments in keeping a business concern a going (and growing) concern. 
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Accurate costing and forecasting. Without these, budgeting cannot be 
accomplished, which would rob top management of its most essential con¬ 
trols. 

Reports to management. These include control reports and summaries, 
trend and analytical reports, financial reports, etc., as well as special studies 
made at the request of management or the board. The facilities for gleaning 
information, making comparative studies, etc., are of vital importance in 
conducting an organization and keeping it moving ahead. 

9. Errors to avoid in building an organization 

In building a business organization, certain mistakes are possible 
even probable, under certain conditions. The most commonly made 
include: 

1. Excess personnel and resulting high cost of management. It is human 
nature, under pressure of time and necessity, to add people to the 
organization, rather than restudying the setup and seeing how change, 
rather than expansion, will enable it to absorb a higher load. It should 
be remembered that while some functions wax, others wane, and this 
in itself provides a certain elasticity. 

2. Confusion over line and staff functions can be bothersome and exas¬ 
perating. The “line” executives and departments are those in the 
direct chain of command from the top executive; they carry out and 
execute orders, with the authority and responsibility implied. Staff 
executives and departments, on the other hand, arc those with a purel\ 
advisory function, except in regard to their own department peisonncl. 
Accounting, auditing, public relations, etc., are staff, rather than line, 

activities. 

3. Loss of initiative at the top, especially in the formulation of policy, is 
bad for any organization. When moves and decisions are forced by 
conditions beyond control,” management to that degree has lost its 

ability to manage. 

4. Too great a burden of reports, interoffice communications, and so forth 
is deadening to the people who must read and act upon them. The 
effort should always be to diminish, rather than increase, their volume, 
and to require summaries, rather than detailed reports, whenever 

abridgment and condensation are possible. 

5. The fifth great fault of management is to place undue emphasis on 
some one particular activity—accounting, production, sales, research, 
and so forth. Organizations thrive on balance and are bound to suffer 
in effectiveness if the direction at the top is one-sided. After all. one of 
the primary purposes of having an organization is to permit it to move 

ahead on all fronts. 
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10. How to check your organization efficiency 

The top-management search for organization efficiency is a continuous 
examination of how your organization is doing what it is supposed to do. 
The following headings are suggested as major checking points for such an 
examination. Obviously, they are not all the points that must be checked, 
but if you look for improvement in these areas, you will undoubtedly identify 
the special points at which the efficiency of your own particular business 

organization can be raised. 

Organization. Have you an organization manual, defining functions, 
authority, and responsibility of your personnel? Is the organization charted 
for easy grasp by all involved? Have standard practices been reduced to 
writing? Are the manual, the chart, the standard practices maintained 

on a current basis? Are they circulated? 

Personnel. Have you a policy and a program for selecting, placing, and 
advancement training of all personnel? Are salary and wage rates, from 
common labor to top management, established by job evaluation? Is an indi¬ 
vidual history and job record of each employee kept up to date? Are salaries 
and wages increased only under pressure? Or by seniority? Or on per¬ 
formance? 

Product. Do you ensure market acceptability of your product by close 
cooperation with your sales division? Is your engineering aimed at a com¬ 
petitive cost? Are engineering and merchandising research looking for 

product improvements and for new products? 

Production. Is your production completely planned and scheduled to 
control the economical purchase of raw materials, to progress the work 
through modern machinery, processes, and layouts, to utilize labor under 
efficient supervision and incentives to cooperation, to gear the inventory of 
finished goods to the sales requirements and manufacturing capacity? How 
much attention is given to maintaining the effectiveness of equipment and 
the quality of product? 

Distribution. Do you determine your customers’ needs by market research 
and current sales records? How closely do you follow the efforts and results 
by salesmen, territories, customers, and products? How alertly is your 
sales force directed? How well is it compensated? How does your delivery 
system meet customers* requirements competitively? 

Planning. How much of the volume and nature of your business is based 
on guesswork and impulse, and how much on data and the judgment of 
divisional heads? How much attention do you pay to your progressive 
position in the industry, and the position of the industry in the economy, 
and the state of the ecenomy as a whole? Are your plans definitely stated 
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and understood by those who are to carry them out? Do you participate in 
trade and business associations? How are your public relations? 

Financing. Do you forecast and schedule your money requirements for the 
business volume you have decided to undertake? Do you budget your intake 
and output and reserves to keep your capital continuously at work? 

Control. Do you recognize that control figures are the checkup on current 
efficiency—the road to prompt corrective action under a forward-moving 
plan? Does your accounting supply you with daily, or weekly, or monthly 
reports on the performance of all departments, showing you what was 
planned and how the plan is working out? How is departure from the plan 
signaled and how is the necessary correction determined? Do you get enough 
control reports and not too many? Are they on time? Do you need better 
accounting equipment and personnel? Does your accounting secure the 
necessary data on costs and variations without encumbering operations with 
forms? 

Another check list to help you. Practical Management Research , by Alex's 
R. Wiren and Carl Heyel, 1 has this check list of advanced management 
(quoted by permission), a sort of composite indicator of the best of what the 
best companies are doing. A draft of these points was sent by the authors to 
representative executives in leading companies—specialists in various fields, 
such as production, personnel, and finance—so that a reasonable approach to 
comprehensiveness could be attained. The authors note that 

• . . this check list is idealized; no one company will want to conform to it in its en¬ 
tirety, and details on certain items would have to be expanded to fit individual situa¬ 
tions. In most companies, because of size, type of operation, type of employees, type 
of ownership and control, and the like, many of the items need not be considered at 
all. The list should, however, serve as a useful management yardstick. 


A Check Lisf of Advanced Management Practice 


I- Administration 

1. Development of company, industry, and general economic indices and 
“danger signals” 

2. Analysis of actual lines or organization and authority, as distinguished from 
the nominal ones; development of sound lines of organization, and clear- 
cut delineation of responsibilities and authorities; putting the organization 
plan on paper in the form of an organization chart or manual, and pro¬ 
vision for a regular review through an organization planning or research 
unit with top management backing 

3. Development of a statement of long-term company objectives, and plotting 
out basic lines of investigation bearing upon them 

4. Use of committees, carefully selected, as a means of coordinating adminis¬ 
tration activities 

. 0 

1 McGraw-Hill Book Company, Inc., New York, 1945 
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IT. Personnel and industrial relations 

I Comprehensive job analysis, for-- merit-ratine program, in the 

„ Use with a job-evaluation and employee merit raring p s 

development of a scientific wage-payment plan 
b Use with job specifications in selection and promotion 

; Sri "3 ■■ 

2 . srsK*. ,»«*■ - —• 

for— 

I: SSlSSS in connection with placenten. and proton 
Careful planning of the interview for select.on, placement, d.fficulty adjust 

"'formalized '‘induction procedure for new employees (orienting the new 

persons with whom the new employee will work) f trainin „ 

5 Organized training programs; supervisory and job training, 
manual^ job Sdowns, and other forms of standardised ms,rue,ton; use 

of motion pictures and sound-slide films in training 

6 Periodic detailed discussion of the employee s rating with him 

7 Development of personnel manuals and written statements of labor pohe.es 
8. Periodic ehrekup to see if union contracts arc understood by the supetv.sor, 

9 UsTof cmplovcc counselors -people to whom employees ean *Jj' 

knowledge that something may be done about the.r problem, but that m no 

c ise will what they say be used to their disadvantage , . 

Organized safety programs; development of safety manuals 
of employees on the job; adequate first-aid facilities; good heating, light 

II Organized employee recreation, and recreational facilities 

12! Employee cafeteria; help and advice on employee nutritional problciw ^ 

13. Group insurance and employee benefit plans—sickness, death, g , 

employment, hospitalization, severance, employee loan service 

14. Adequate personnel records, including statistics on turnover, absenteeism, 

accidents, etc. 

15. Formalized, liberal, vacation and leave-of-absence policy 

16. Employee suggestion system 

17. Employee publication 

1. Development of production standards and standard costs; periodic discus¬ 
sion meetings of department heads to analyze reasons for variations from 

standards , 

Use of visual controls in planning and scheduling work 
Work simplification” programs, to assure continuous awareness ot tne 
why” of operations, and to assure performing them with minimum moti 
and materials; use of motion- and time-study techniques 
Analysis of plant layout for best utilization of space, location of seryi 
facilities, etc.; use of flow charts to examine internal travel, transportation, 

and handling to provide best plant layouts 
Scientific inspection procedures; use of statistical techniques 
Programs for dramatizing quality and control of waste to employees 
Scheduled inspection and maintenance of equipment and facilities; aeve- 

opment of maintenance budgets 

13 $ 
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8. Periodic studies of all paper-work routines (in recent years, paper work has 
crept into production processes to the point where the ratio of nonproduc¬ 
tive labor to productive labor has increased enormously) 

9. Formalized procedure for review of new equipment, and its possible appli¬ 
cation 

10. Formation of factory “councils” or boards, composed of executives and 
department heads, for “consultative management” 

IV. Sales, marketing, and advertising 

1. Sales forecasting and sales budgeting; development of economic informa¬ 
tion as yardsticks for sales forecasting and performance 

2. Development of statistical information on the sales performance of the 
company’s products against competing brands 

3. Use of consumer panels for pretesting of new products and checks upon 

existing products 

4. Use of test stores or other devices for sales testing of new or changed prod¬ 
ucts, preevaluation of displays and dealer helps, etc. 

5. Development of procedures for accumulating promptly sales data for 
analysis of performance and potentials by classes of accounts, territories, 
products, sizes, and the like 

6. Liaison between sales and production, to iron out production peaks wherever 
possible, and to take full advantage of by-product possibilities and new- 
productideas 

7. Periodic analysis of packaging, from point of view of shelf appeal in com¬ 
petition with scores of other products, convenience of use by customer, 
efficacy as a container, etc. 

8. Study of salesman turnover; use of special aptitudes tests and other selec¬ 
tion procedures for the sales force (organizations having large sales 
forces may find it advantageous to have a separate sales personnel sec¬ 
tion) 

9. Sales training and salesman-development programs 

10. Adequate procedure for handling customer complaints, and for analyses of 

them to prevent recurrence 
V. Financial control 

1. Coordination of departmental budgeting work, and development of over-all 
budgetary control for— 

a. Sales 

b. Production 

c. Plant and equipment 

d. Purchasing 

e. Administration 

/. Personnel budgeting when advisable 

2. Periodic, well-organized inventories, with an adequate system to control 
supplies and equipment between inventories 

3. Periodic checkup on the adequacy of insurance coverage 

4. Periodic analysis of working-capital position, and probable future require¬ 
ments, to determine— 

a. Future needs for cash 

b. Dividend policy for board of directors ? 

5. Study of financial markets to test adequacy of the company s present finan- 

ci<il structure , 

6. Analysis of all activities and expenditures from the standpoint of tax effects, 

and provision in the organization for centralization of tax work 

7. Preparation of annual and periodic reports in a form to be intelligible to 
stockholders and employees through the use of charts, illustrations, inter¬ 
pretations in nontechnical language, etc. 
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VI G r nC E a stablishment of production standards wherever P°»|blc; t " P cur«nt 
establishment of standards of promptness in dealing with 

matters 

2 Procedure manuals for branch offices .... c 

3. Review of office supervisory methods, and establishment of training method. 

for office supervisors (to bring the office, in this respect, up to the plants 

foreman-training methods) • „ 

4. Periodic review of office forms, to take advantage of possible modernization 

or revision for economies in production and use .. . . 

5 Examination of centralized operations, to see whether centralization has 

gone so far that operational difficulties are encountered 

6. Establishment of scientific filing procedures; systematic review and de S rue- 
tion of obsolete records in accordance with a formal rccord-rctcntio 

7. Application of “work simplification” and motion- and time-study thinking 
to office operations, to save motions, steps, material, or the time of other 

8 AnTlyshTf methods in the light of modern equipment, to sec whether cer¬ 
tain manual operations should be done automatically; periodic review of 
equipment newly placed on the market for possibility of Jfborsavmg use 
regular examination of equipment to avoid reduction in turn-in values 

because of obsolescence , , . 

9. Periodic review of all statements and reports to sec whether some should 

be eliminated, combined, or reduced in distribution 
10. Formation of office “councils” or boards, composed of executives and de¬ 
partment heads, for “consultative management” 

1 1. Scheduled talks by the office manager with individual employees 

VII. Purchasing , 

1 Use of market forecasts for advantageous placing of orders 

2. Standardization of items and written specifications to prevent avoidable 

variations . , , „ . 

3. Periodic examination of standards of quality and other specifications to 

reduce possibly excessive requirements 

4. Physical laboratory or testing facilities for the development of purchase 
specifications as well as for testing incoming materials and supplies 

5. Use of “contract orders” under which the supplier is authorized to have at 
all times a definite quantity of materials or supplies in stock to be drawn 
against, the supplier storing the bulk of such materials and thus decreasing 

the storage problem 

6. Use of blanket contracts with price adjustment clauses 

7. Analysis of usage, so that related orders can be combined and placed at 
longer intervals, instead of a larger number of separate purchases of indi¬ 
vidual items, requiring separate bids and separate handling 

8. Periodic checks with suppliers, to see whether changes can be effected in 
specifications which would permit decreases in their costs, with correspond¬ 
ing decreases in prices 

9. Maintenance of multiple sources of supply, particularly for key items, to 
guard against the failure of any one 

10. Adequate procedure for prompt payment of bills, to permit taking advan¬ 
tage of all trade discounts and, where possible, “anticipation discounts ; 
periodic review of terms 

VIII. Receiving and warehousing 

1. Establishment of minimum stock on hand for automatic reorder, in con¬ 
formity with possible seasonal variations 
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2. Periodic review of procedures to improve inventory control and reduce 
paper work to a minimum 

3. Review of slowly moving stock to permit intelligent disposal of obsolete 
items 

4. Examination of layouts and usage, to keep handling at a minimum in the 
distribution of materials and supplies to consumption points 

5. Adequate marking of lots, so that purchase order and supplier can be deter¬ 
mined readily 

6. Advance planning for special space required by seasonal peaks 

7. Requisitioning procedure which permits adequate control but reduces 
paper work to a minimum 

IX. Packing and shipping 

1. Periodic analysis of shipping containers and packing and shipping methods, 
in the light of technical developments 

2. Development of sound traffic methods; analysis of warehousing and distri¬ 
bution centers from the point of view of customer service and transporta¬ 
tion rates 
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HOW TO AVOID THE RISKS IN BUSINESS 


BY 

Roy A. Foulke 


1. Trend in business failures. 

2. Causes of business failures. 

3. Basic classifications of failure causes. 

4. Understanding figures is essential to avoid difficulties 

5. Organizing to avoid the risks in business. 

6. Check list of the risks in business. 
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HOW TO AVOID THE RISKS IN BUSINESS 


7. Trend in business failures 

Since 1900 there have been three peaks in the broad cyclical fluctuations 
in the number of business failures: 1 22,156 in 1915, 23,676 in 1922, and 
the all-time high of 31,822 in 1932. Similar peaks in the failure rate 2 per 
10,000 of listed business concerns occurred in these same years although there 
has been a fluctuating upward trend in the number of listed business con¬ 
cerns. The failure rate was 133 per 10,000 listed businesses in 1915, 120 in 
1922, and 154 in 1932. 

In 1945 business failures reached an all-time low of 810, or only 4 failures 
per 10,000 listed concerns. Since 1945 the number of failures has increased 
each year, 1,130 in 1946, 3,476 in 1947, 5,252 in 1948, and 9,247 in 1949. 
The failure rate increased at the same time, 5 failures per 10,000 listed 
concerns in 1946, 14 in 1947, 20 in 1948, and 34 in 1949. Nothwithstanding 
this steadily upward trend over the past 4 years, the number of failures and 
the failure rate for 1949 were both strikingly low. This fact is evident from 
the following comparison of the average number of failures and the average 
rate of failures for successive decades from 1900 to the present time: 


Year 

Average number 
of failures 

Average 
per 10,000 

1900 to 1909 

12,020 

90 

1910 to 1919 

14,530 

90 

1920 to 1929 

20,443 

98 

1930 to 1939 

17,736 

86 

1940 to 1949 

5,919 

26 

1900 to 1949 

14,130 

78 

1949 

9,247 

34 


1 Business failures are largely commercial and industrial enterprises which have dis¬ 
continued operations following: assignments, voluntary or involuntary bankruptcies, and 
such actions as executions, foreclosures, or attachments where losses to creditors have 
resulted, or where the concern withdrew voluntarily from active operations leaving 
unpaid obligations; also enterprises involved in court actions such as receiverships, reor¬ 
ganizations, or arrangements which may or may not lead to discontinuance of opera¬ 
tions; and enterprises reaching voluntary compromises with creditors out of court. 

, 2 The index of business failures for any one year represents the number of business 
failures in the calendar year for each 10,000 business enterprises listed in the July 
Reference Bock of Dun & Bradstreet, Inc., for that year. There were 5 252 business 
failures in the United States in 1948 and 2,550,000 business concerns bated in the July, 
1948, Reference Book. These figures give an index of 20 failures per 10,000 active 

listed concerns for that year. 
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The 9 247 failures which occurred in 1949 were materially lower than any 
of the 10-year average failure figures from 1900 to the present time with the 
exception of the current decade of 1940 to 1949; they were 23.3 per cent 
lower than the average from 1900 to 1909, 36.5 per cent lower than 1910 to 
1919. and 55.0 per cent lower than 1920 to 1929. Moreover, the failures for 
1949 were actually 34.8 per cent lower than for the 50-year average of 1. 


to 1949 

A comparison of the failure rate for 1949 with the averages for these 
earlier decades is even more impressive. The 1949 rate of 34 failures per 
10,000 listed concerns was 62.3 per cent lower than the averages for 1900 to 
1909 and 1910 to 1919. 6.3.3 per cent lower than 1920 to 1929, and :>6.4 
per cent lower than the 50-year average of 1900 to 1949. From 1900 through 

1941 there were onlv 5 years in which there were less than 10.000 failures. 
For 1949 failures were 7.9 per cent below that figure. From 1900 through 

1942 the lowest failure rate of 37 per 10.000 listed concerns occurred m 
1919, a rate which was somewhat higher than that of 1949. 


2. Causes of business failures 

Business failures, it is said, are the result of many divergent factors such 
as incompetence in one form or another; inexperience; lack of working capi¬ 
tal; the increased intensity of competition; changes in the technique of pro¬ 
duction and distribution; changes in styles, fads, and habits; the introduction 
of substitute products: disasters, such as drought, severe windstorms, and 
fires; overtrading and undertrading; the personal extravagance of officers or 
partners: and, last but not least, the greatest overlord of all of the masters, 
“general business conditions.” Failures have been attributed to every reason 
under the sun and also to some reasons under the moon, the stars, and the 

planets. 

Fundamental importance of management. 1 he factor that has caused more 
business failures than any other single factor has been considered by many 
diligent students to be the lack of working capital. This cause has been 
singled out, emphasized, and delicately played upon, in contrast to many 
other causes, including incompetence, mental inertia, and inexperience on 
the part of those guiding the affairs of a business enterprise. Four examples 
will indicate the moral that the finest plant, the most meritorious product, 
the greatest potential market, arc liabilities under poor management; that 
management and not the multitude of collateral factors is fundamentally 
responsible for the success or failure of the business enterprise. Other factors 
help or retard progress in a competitive economy, but they are, in truth, on 
a secondary plane of importance. 
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Lack of working capital. If a business enterprise to manufacture a line of 
folding card tables begins operations, for example, on a net working capital 
of $20,000, when a minimum of $50,000 is essential at a particular location, 
is not the very organization of that concern with insufficient working capital 
the result of incompetence, inexperience, poor management, and a lack of 
financial knowledge regarding the minimum amount of working capital 
needed to start operations with a reasonable expectation of success? On 
the other hand, if the business begins operations with a net working capital 
of $50,000 and in 3 years such losses have been assumed that the excess cur¬ 
rent assets have been reduced to $20,000, are not those losses fundamentally 
the result of inefficient or incapable management somewhere along the line? 
The lack of working capital in either instance is but an outward expression 
of the inexperience or the inability of those who have charge of the welfare 
of the particular business concern. 

Extreme competition. Failures are often said to be due to the increased 
intensity of competition. With hundreds of thousands more concerns in 
business today than ever before, we are in for a period of bigger and better 
competition—and that is as it should be. If the effects of competition are 
actually beyond the control of business management, fatalism would need to 
be the philosophy of business operations. The expenditure of thought, 
energy, and conscious effort would be largely superfluous! 

Just consider this matter of “extreme competition” for a moment. Suppose 
that there were 59 motion-picture-theater supply houses in the United States 
and that each dealer handled a wide variety of supplies for the typical 
motion-picture theater—projection machines, seats, curtains, carpets, sets, 
projector repair parts, lamps, accessories, and carbon. Suppose competition 
became keener and keener, and prices were cut—first on one product such 
as carbon, and then on others such as projector repair parts, lamps, and 
accessories. Profits are turned into losses as the gross margin on carbon is 
cut from 30 per cent to 10 per cent, and the gross margins on other im¬ 
portant items also are materially reduced. First one concern and then 
another liquidates its affairs, pays its bills, pays the wages of its employees 
and its rent, pulls down the shades, and closes up shop. Finally, 39 remain. 
How did that happen? Why were not the entire 59 concerns forced to 
liquidate under a condition of extreme competition? Why only 20? 

Obviously, the 20 which felt the results of the keener competition were the 
marginal concerns. The managements of the liquidated concerns had lacked 
the aggressiveness to hold old business and had failed to acquire new busi¬ 
ness on more profitable collateral lines, such as radios, television, air-condi¬ 
tioning equipment, and sound equipment which could have been sold to 
clubs, schools, and churches. The weaker financial businesses often become 
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Stronger and finally work into healthy shape under the stress of intense 
competition, because that very stress often breeds aggress.veness and a will 
to go after and acquire sales on a profitable basis. We are now entering a 
period of competition the like of which we have never before seen in our 
country. Management with the greatest ingenuity, keenness, and foresight 
will survive, and those which lack the competitive instinct, the will to.work, 
and ability to create a hard, tight-functioning organization will be the first 

to hit the sawdust. 

Only where the management is incompetent does a concern go under, 
so is not a business failure which is said to result from intense competition 
generally caused by poor or misguided management, where inertia has finally 
played its last leading role? Perhaps the financial condition of the concerns 
liquidated was not strong enough to stand up against the strain as long as 
the others. Then, that financial condition again had been brought about 
hv mistakes in policies, by inertia, by unskilled management guidance. If a 
particular business was started with too little funds, that again can be lai 
only at the doors of the owners; and if it became weak financially as a result 
of operating losses, the management again must accept the ultimate respon- 

Changes in technique of production. Here is a concern which has been 
engaged in the manufacture of electrical washing machines for many years. 
The plant is an old-fashioned one, operated in an old-fashioned manner, 
congenial for the employees when there arc profits, and paying low wages 
when there are no profits. A close personal, but hardly efficient, relationship 
exists between the owner and the men who put the hundreds of parts together 
to produce the final product. 

Competitors have up-to-the-minute productive methods so that the work 
flows in one steady assembly line through the factory, each worker carrying 
on a limited number of operations in which he has become expert. As a 
result, three times as many washing machines are turned out with the same 
number of men as in the old-fashioned enterprise. The change in produc¬ 
tion technique is surely a tribute to the live operating management in one 
case, and an indication of sleepy unawareness in the other. 

Changes in styles, fads, and habits . Even failures which are said to be the 
result of such factors as changes in styles, fads, and habits may be laid 
nowhere except at the doorstep of the executive start'. There is no one policy 
to which the real executive gives more serious study and attention than just 
such changes. An aggressive, wide-awake management generally realizes that 
changes are taking place behind the scenes many months—and, at times, 

vcaIS _before they come to light. Consequently, improvements and changes 

are made in the product well in advance of actual need. Studebaker went 
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from wagons to automobiles, Curtiss from motorcycles to airplanes, and 
Cluett Peabody from collars to an entire line of haberdashery, the manage¬ 
ment of each concern thereby removing itself from a declining industry. 

Less awake executive staffs would have watched their sales shrink to the 
vanishing point and then, when it was too late, would have placed the onus 
on the “changing times.” Every manufacturing or wholesaling business 
enterprise, and most of the larger retailers which have been in existence 25 
years or more, have had to meet and overcome changes in the demands of 
customers, in manufacturing processes, and in methods of distribution. A 
constant change is in process, a change which is quietly taking place in the 
method of operation of all concerns whose managements have a firm grasp 
on reality. A business enterprise is the reflection of a guiding hand, just as 
much as a painting is of the artist, a book is of the author, and a building is 
of the architect. Furthermore, the business enterprise may be fully as much 
a work of art. 

3. Basic classifications of failure causes 

This discussion of the causes of business failures indicates that most of 
these causes, whether they are said to be beyond the control of management 
or not, are largely subdivisions of management experience and skill in one 
form or another or the lack of experience and skill. Only in rare instances is 
management not to be scored because of a particular financial embarrass¬ 
ment. With this emphasis on the extreme importance of the knowledge, 
skill, experience, and aggressiveness of operating managements, the prin¬ 
cipal causes of failures fall under two basic classifications: those which 
are manifestations of managerial ineptitude, and those rare, occasional 
instances in which the skill of the management plays little or no part. 

Every policy and decision of an executive staff has its reflection somewhere 
in the assets and liabilities of the balance sheet, the surplus account, or the 
profit-and-loss statement, and consequently it is disclosed by the healthy or 
the unhealthy proportion of the various assets, liabilities, and expenses of a 
business enterprise. The causes of business failures which are manifestations 
of managerial ineptitude may be evidenced by inability to avoid conditions 
which result in heavy liabilities, excessive inventory, top-heavy fixed assets, 
excessive receivables, inadequate sales, heavy operating expenses, poor loca¬ 
tion, or competitive weakness. These conditions are fundamental expressions 
of managerial inefficiency, mental or physical inertia, or ill-considered judg¬ 
ment. Each of these conditions, in turn, may be brought to light by one or 
several secondary factors or symptoms, such as poor business conditions, 
changes in the accepted technique of production and distribution, changes 
in budgetary and accounting controls, and fluctuations in wholesale com- 
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modity prices. These factors are not basic causes, but they tend to emphasize 
the effects of first causes and bring them out in bold relief. At times, they 
arc the background against which the initiatory principles of business 
management stand out. 

Excessive liabilities. The most obvious manifestation of managerial in¬ 
competence, inexperience, or neglect is the growth in the liabilities of a 
business enterprise to a point where they have become distinctly excessive. A 
business becomes financially involved when its liabilities are top-heavy, when 
invoices cannot be paid according to terms, when the interest on a funded 
debt cannot be met, and when the current or funded debt cannot be paid or 
refunded at maturity. Because these definite financial obligations cannot 
be met, a compromise settlement is reached, or a petition in bankruptcy 
is finally filed either by the management of the business or by its creditors. 

The history of all such cases would show that the liabilities had become 
heavy because of some one or several management decisions, or because of 
the lack of aggressiveness or preparedness to meet competitive conditions 
and practices. Possibly the management in immediately preceding years 
had drawn excessive salaries, permitted excessive dividends or withdrawals, 
operated at a loss, speculated in merchandise, or had top-heavy funded debts 
and excessive fixed charges. In other words, along with excessive liabilities, 
there would be found underlying managerial decisions which had brought 
the enterprise to its final resting place. 

Top-heavy fixed assets. The second manifestation of managerial incapacity 
is found in top-heavy fixed assets. This condition, at the same time, indicates 
a lack of net working capital, and burdens the operating account with more 
than its normal share of yearly depreciation. Such a condition in a manu¬ 
facturing enterprise results from the desire of the management to expand 
the capacity and the facilities of the concern, generally during a period of 
good business. When the business cycle turns, the concern is distressed by 
idle plant capacity. Such a situation is doubly dangerous when new con¬ 
struction and additions to plant capacity are financed with borrowed funds. 

The same situation occurs with retail establishments when large sums are 
spent to improve the front or the inside furnishments of a store, when an 
addition is made to an old store, and when new units arc taken over either 
by the purchase of the properties in fee or under leaseholds. Phis condition 
may also be brought about by continual heavy losses, withdrawals, or divi¬ 
dends for several years by the management of a business which at an 
earlier date had maintained a satisfactory relationship between its fixed 
assets and its tangible net worth. 


Excessive inventories. The third important manifestation of managerial 


incompetence is found in excessive inventories. This condition may be 
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brought about by the manufacture or distribution of too many products or 
lines for the size of the business; by speculation in merchandise, that is, by 
buying heavily in anticipation of a rise in prices which often fails to 
materialize; by poor judgment in future markets, that is, by overbuying: by 
the production or handling of a product which is off-stvle or not in public 
demand; by unknowingly having prices which are competitively high; and 
by not keeping the inventory neat and up to date. 

An executive who would speculate in merchandise, who would purchase 
heavily in excess of his reasonable needs, and whose business would subse¬ 
quently become bankrupt in the ensuing drop in wholesale prices, would 
certainly lack both knowledge and foresight. The drop in wholesale prices 
would not have been the cause of the failure, but merely the means through 
which the inexperience of the management became evident. The funda¬ 
mental error was in deciding to pile up a heavy inventory, far in excess of 
reasonable legitimate needs. 

4. Understanding figures is essential to avoid difficulties 

For the successful operation of commercial and industrial business enter¬ 
prises, the fundamental, clear, definite understanding of three sets of figures 
is positively essential. This does not mean that a business executive, a 
commercial or an investment banker, an investor, a speculator, a business 
counselor, a mercantile credit man, or a financial analyst must know how to 
prepare these three financial statements; trained accountants are available in 
every city in the United States for that purpose. But the unchallenged 
ability to interpret these three sets of figures intelligently and accurately is 
essential to an understanding of the operations of business enterprises in a 
highly competitive profit economy. These three financial statements are the 
balance sheet, the profit-and-loss statement, and the reconciliation of surplus. 

When gross profits and net profits are decreasing, or when black figures 
have turned into red figures without professional legerdemain, the active 
management of the typical business enterprise generally follows two policies 
simultaneously: sales are pushed just as hard as the aggressiveness, the 
energy, and the ingenuity of the organization will permit; and the amount 
and the percentage of each expense item in the profit-and-loss statement are 
compared with the amount and the percentage of the corresponding item for 
the previous fiscal period to ascertain where expenses may be reduced 
radically. The emphasis is primarily on increased sales and on decreased 
expense. It is a natural and logical emphasis. 

Over a period of years, the author has found that the typical business 
executive knows his profit-and-loss statement forward and backward. He can 
always find some place where expenses may be cut, perhaps the advertising 
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budget, perhaps salesmen’s expenses, salaries, wages, telephone, or postage. 
Probably not more than one business executive out of 10 gives the slightest 
particle of intelligent thought or analysis to the balance sheet of his business. 

If he recognized the implications in the relationships between items in the 
balance sheet as clearly as he sees the implications of the relative size in 
individual items in comparative profit-and-loss statements, he would realize 
the effect that operating policies which anticipate profits and losses have 
upon the future financial condition. With this understanding, he would be 
more careful in making decisions which so often result in anxiety, sleepless 
nights, and the necessity for the subsequent study of the income and expense 

figures. 

Here are examples. If receivables are heavy and include a large number 
of past-due or questionable accounts, a charge-off for bad debts that is 
greater than usual will make inroads upon subsequent profits; if the inven¬ 
tory is top-heavy and prices should happen to fall, nothing can stop a write¬ 
down, generally to that well-known accounting convention of “cost or 
market, whichever is lower,” which will reduce or possibly wipe out net 
profits; if fixed assets are excessive, the annual depreciation charges will 
represent an overbalance charge to expense; if a large funded debt exists, 
the interest will eat into net profits. These conditions become evident from 
an analysis of the balance sheet. Skilled management realizes the intimate 
effects of these unbalanced conditions upon a future profit-and-loss state¬ 
ment, and so determines and follows financial policies that prevent such 
unsound conditions from arising in the first place. To do so, however, the 
individual must know what represents sound and unsound relationships in 

a balance sheet. 

Therefore, the fundamental importance of understanding the delicate 
shades in meaning of balance sheet proportions must be emphasized. If a 
balance sheet is out of line in any important respect, intelligent operation 
and consistent, sound, financial policy are essential to bring affairs into 
a healthy condition over the years. No balance sheet will recover its health 
by itself; the management staff must guide the business consciously. Too 
many business enterprises are constantly adrift, blown by the variable winds 
of the season, and the conditions of their balance sheets are the unfortunate 
results of extraneous influences instead of conscious managerial direction. 
Every managerial policy, or absence of managerial policy , is reflected some¬ 
where in the figures—in the balance sheet , in the profit-and-loss statement , 
or in the reconciliation of surplus. The extension of credit to customers in 
excess of their reasonable needs will be shown in excessive receivables and a 
heavy collection period; the purchase of merchandise in excess of reasonable 
requirements, because an executive officer is 4 sure that prices are going up, 
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will be shown in a larger inventory and a slower turnover; and expansion in 
plant facilities, home offices, or retail stores will be reflected in a large 
proportionate investment in fixed assets. The payment for an insurance 
policy will appear in the expense account, the return of merchandise will be 
evident in the profit-and-loss statement, and the payment of dividends will 
show in the surplus account. 

5. Organizing to avoid the risks in business 

This entire handbook is concerned with intelligent management to avoid 
the risks in business. If you know the risks, perhaps you can organize to 
avoid them. For example, if you face 3 — 

Catastrophes, fire, floods, earthquakes, hurricanes. Keep your plant out of 
areas where such catastrophes are likely to happen. Insure yourself 
against these possibilities 

Migrations of population or industries with or without government instiga¬ 
tion. These do not happen suddenly. They can be anticipated if you 

study the political and economic scene 

Government fiat. Watch social trends: anticipate laws (police laws, health 
laws, zoning regulations) that may put you out of business 

Cutthroat competition by monopolies. Tie up with other independents 
(in union there is strength) ; call on government for aid; sponsor legis¬ 
lation remedying situation 

New legislation, such as tariff-law changes, wage and hour and labor laws, 
industry regulations. You must anticipate these social changes by keep¬ 
ing informed as to trends. Join with others to see that these laws are 

fair and not discriminatory 

Competition from new sources that have better products. Recognize the 
change, and make the more accepted product. You should try to be the 
first to develop such products. Consider merging with the powerful 

competitors 

Foreign competition. Seek legislative protection; meet the competition 
with better product or lower cost 

Shifts in consumer demand because of population decline, change in taste, 
changed standards in living, wider knowledge. Watch trends. Anticipate 
these social changes; improve your products or make new uses 

Fluctuations in business. Anticipate them. Know when to expand and to 
contract. Timing is important 

Poor management (failure to plan or budget, lack of definite policy). 
Know what to do and how to do it. You must plan for the long term 
and budget for the short term. You must guide your factors of sales and 
production and hold the reins of your business. You must fulfill and 
consummate your plans. Get vital information currently from your 

3 List prepared by J. K. Lasser. 
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accounting and statistical departments to prevent lack of efficiency, 
spoilage, waste, theft, and embezzlement and to detect high costs 

Corrupt management. Get responsible management whose personal inter¬ 
ests do not conflict with business aims, including profits for owners. 
Watch especially when there is absentee ownership. Use internal checks 
and controls. Have internal and independent audits; also professional 

surveys 

High costs. Remedy this by such steps as: new equipment if this means 
lower costs after deducting interest, maintenance, and depreciation 
cost; check on relative costs of laborsaving equipment and equipment¬ 
saving labor; check on idle plant capacity—perhaps you can dispose 
of such plants and eliminate high depreciation charges; check on plant 
location to see if that should not be changed; often you can write down 
the plant valuation to meet the true situation, and your current costs arc 
not too high after all; slough of! “deadwood” personnel; check on your 
techniques and modes of operation—arc they obsolete? ancient? 

6. Check list of the risks in business 

The editor of this book once compiled a list of the many risks faced by 
business. Study of these may be useful in the effort to organize for profits. 
Risks include 4 — 

1. Internal difficulties 

You might have unusual, temporary depressions due to— 

Dissension and quarreling among management 
Theft and embezzlement 
Crippling or unusual litigation 
Excessive waste and spoilage 

Revolutionary changes in price policy and managerial policy 
Your organization may include personnel who are incompetent, inex¬ 
perienced, or neglectful, reflected in poor promotion, poor selling, 
inferior product, poor location, or unreasonable moving costs, too 
little mechanization, deferring repairs 
You might suffer because of failure to maintain properties in periods 
of earnings, or to maintain research and proper market analyses 
Difficulties may also be caused by bad credit policies such as over- 
expansion and speculation, high rate of losses, or incompetent or 
possibly too harsh handling of customers 
Unreasonable losses may occur where there is investment in undesir¬ 
able or uneconomical property causing excessive financing charges 
or excessive depreciation to be absorbed 
Unexpected financial difficulties may arise from improper financing, 
inefficient budgeting, expensive floating of working debt, encroach- 

4 List prepared by J. K. Lasser. 
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merits on working capital, inventory accumulations, inability to get 
usual financing, stockholders’ insistence on dividends 

2 . Accidents and unexpected events 

Your product suddenly may meet with public disapproval, as has hap¬ 
pened with foods, beverages, patent medicines, etc. 

Your product may develop unexpected deficiencies causing loss of cus¬ 
tomers, and it may cost much to meet complaints and returns 
Your supply of materials may change in quality or quantity, as in one 
case where severe deterioration in quality of a product with con¬ 
sequent loss of market was caused by an undetected change in the 
quality of the water supply; in another, the tanning formula ceased 
to work, and many hides were ruined 
Unforeseen personnel difficulties may arise, such as illness of important 
persons; inability to get employees, due to market conditions; acci¬ 
dents; occupational diseases 

Location problems may be caused by movement of customers to other 
districts 01 changes in sources of supply 



Sudden and revolutionary changes 

A new invention may render your highly specialized plant, equipment, 
or product inadequate 

A new type of competition may arise, such as electric power made 
available by the TVA, which brings new competition, advan¬ 
tageously located near water power, to your mill 

Sudden closing of banks, preventing credit and stopping normal flow of 
business, may make it necessary for you to cease production 

Accidents, injuries, epidemics, strikes, or other physical interruption or 
diminution of activities of other persons or industries; local pros¬ 
perity; marriage rates, birth and death rates; migrations or immigra¬ 
tions in certain communities 

Some businesses face unfair and ruinous competition and practices— 


for example: 

Price wars and similar practices 
Unfair labor practices of competitors 
Labor pirating 

Infringement of your patent, copyright, trademark; pirating 
Theft of secret processes 
Secret rebates 

Some face such pressures as— 

Consumer leagues’ pressure 

Dictations from monopolistic groups (suppliers, customers, trans¬ 
porters) 

Sanctions by religious or other pressure groups 

Temperance groups 

Organized labor pressures; boycott 
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Picketing 

Gangster coercion # # 

In some businesses physical interruptions or economic distress to others 

may mean economic depression to you—for example: 

When your source of supply, upon which you are dependent, is 
temporarily and unexpectedly cut off or diminished, as where 
your supplier suffered a physical interruption 
Where other essential services, such as transportation or power, 

are similarly cut off or diminished 
When any of the depressive influences throughout this list destroy 

your sources of supply, market, credits, customers 

4. Profits too long deferred 

For example, consider the business that must finance itself to— 

Overcome “buying resistance” to an entirely new and unproved 
product; time is required to develop the market; advertising and 
missionary work are necessary for buyer acceptance 
Overcome competition of manufacturers or resistance of labor 
organizations and others who sec in the new article a threat to 
their investments or jobs 

Overcome the inertia of society and condition the people to innova¬ 
tion, as in the case of the institution of international airways 
Create new fabricating techniques and new skills necessary for new 
products (new plastics, rubber substitutes, drugs) 

Age or season its product, as in whisky distillation, natural seasoning 
of lumber, “natural drying” of fruit, fish, where a basic stock must 
be built up before business can hit its normal stride 
Get labor and equipment to the source of raw material, as in the case 
of new mines discovered in out-of-the-way places, distant explora¬ 
tory ventures 

Mature orchards, nurseries, rubber plantations, quinine and cork 
development, where time must elapse before a normal operational 

level can be reached 

5. Sales market too capricious or uncertain 

Businesses in which acceptable styles and public demand depend on 

unpredictable public taste 

Businesses heavily influenced by occasional best sellers (books), styles 
(novelties, jewelry) 

Businesses whose sales prices are depressed intermittently by foreign 
dumping and similar gluts 

Specialty businesses such as those which depend on public crazes 
and “crushes” that are unpredictable 

The manufacture of games, puzzles, and similar articles that “take” at 

irregular intervals 

Businesses in which the volume of sales and profits depends on the 
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stimulus of the occasional new discovery, invention, or innovation in 
production, sale, or distribution—for example: 

Specialty businesses 

Businesses that are new and in process of rapid evolution (say 
electronics), where continuous and recurring spurts of invention 
would affect profits, until the whole industry could catch up 
Businesses in which climate or weather must be recognized as a primary 
and uncertain influence—for example: 

Companies whose profits depend on the concurrence of a good crop, 
a good catch, a rich vein, and a good market; therefore, they may 
be intermittent and sporadic: 

Farming, horticultural, agricultural, and livestock; corporations 
which plant and harvest variable crops, and also those which 
raise livestock 

Canning corporations—fruits, berries, vegetables 
Fisheries and canners in the fishing industries 
Some mining and shipping industries 
Industries that make products the demand for which rises with 
weather conditions (umbrellas, raincoats) 

Resort hotels, furs, summer and seasonal clubs, open-air restaurants, 
theaters geared to the weather and season 
Beverage sales, such as soft drinks 

Industries in which deterioration or spoilage due to weather condi¬ 
tions is a material factor (some chemical industries and food 
industries) 

6. Businesses not following general business prosperity 

Industries whose sales are to persons other than the ultimate consumer. 
Production in these tends to fall off sharply when demand for con¬ 
sumption goods declines relatively lightly. That is sometimes due to 
accumulated inventories available to meet the lessened demand 
without reordering from primary producers. When the inventories 
are low and the recovery phases begin, the reverse processes take 
place. A small increase in consumer demand sets off a hasty expan¬ 
sion by primary producers eager for speculative profits while costs 
are still low 

Industries making products that have a long life—durable goods—and 
hence being likely to have a profit cycle different from the general 
business cycle. Purchase of such goods can be deferred for relatively 
long periods, and consequently during bad times the production 
drops sharply and stays at a very low level. When business improves 
and the recovery phases get under way, these durable-goods indus¬ 
tries become exceedingly active. These are often called “prince or 
pauper” industries 

Industries producing luxury goods—they are likely to have to wait 
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before the recovery phases of a cycle catch up with them, and when 
business begins to show a decline, the producers of luxury items find 
that their sales slow down and their volume drops more precipitatch 

than in general business . . . , 

Legal difficulties, burdensome obligations, political or legislative 

^ These sometimes arise with restrictive or indiscreet contractual 

obligations, such as— ' . . 

Restrictions against sale in certain areas; certain articles 

Restrictions imposed by contracts with unions, competitors, etc. 

Long-term leases based on sales or purchase contracts at high 


prices 

Long-term sales contracts at too low a price 
All. of course, face unusual problems because of lawsuits^ injunc¬ 
tions, patent problems that disrupt business, stockholders actions 
for accounting that prevent normal business activities 
Or there may be unexpected forfeiture or foreclosures 
Conditions may be changed by new governmental regulations, tor 


example: 

Tariffs, excessive hauling inspections 
Prohibitions, local options 
Price-control legislation 

Unequal tax burdens (usually local, as a tax on chain stores) 
Health laws, quarantines, police and fire laws, injunctions or 

foreclosures ... . 

Introduction of government competition into your business 

Local option and other restrictive legislation that seesaws accord- 
ing to the group in power 

Public controls of operating or selling conditions, etc. 

Legislative control of wages, selling prices, terms, etc. 
Enforcement of local laws with oscillating rigidity and laxity 
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HOW TO START A BUSINESS 


You have turned to this chapter because you want to check your thinking 
before you start to set up a business of your own. 

You have been asking yourself, “Can I make a success in business for 
myself?” Perhaps two or three of you are talking over the prospects. Or it 
may be that several of you are planning to launch a medium-size corporation 
—a manufacturing or wholesaling concern. Regardless of the size, type, and 
scope of the contemplated business, now—before it is started—is the time 
to stop, read, and check. 

We could do a much better job of helping you get the answers to all the 
questions that are flooding your brain if we could talk them over together. 
That is out for the present; so condensed into this short chapter are the 
high lights of hundreds of talks with men and women who have asked the 
same question. Regardless of whether they were production engineers with 
large manufacturers, buyers or merchandising managers for large department 
stores, salesmen, office managers, Army and Navy officers, government work¬ 
ers, secretaries, or GFs; whether they were experienced business managers 
or novices; whether they had $500 or $50,000 to invest, the conferences 
invariably started with, “I am thinking about going into business for myself. 
Do you think I should?” Or “A group of us are considering starting a new 
corporation. I’ll be one of the owners and managers. What do you think 
of the idea?” 

The answer to the first question involves you and what, where, how, and 
when. Answering the second question increases in difficulty in more than 
direct ratio to the number of men who will participate in the management 
of the proposed company. It is a safe assumption that the success of the 
venture and your participation in it rest to a great degree on how well your 
group probes into the abilities and temperaments of the members and is able 
to integrate them into a working team. 

The same general problems face all businesses regardless of their type and 
size. However, the fact that these problems may be dealt with differently in 
the various types and sizes of business tends to increase or to lessen their 
importance in any specific case. In the small one-man business all problems 
must be handled by the owner-manager. As businesses increase in size, more 
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and more problems must be dealt with by division heads and other sub¬ 
ordinates. Only major problems reach the top management. 

Similarly the questions that should be thought about before starting a 
business will vary in importance with the size and type of the venture; never¬ 
theless they remain basically the same. The larger the business, the more 
detailed the advance consideration must be. This is not so much because o 
the increased size of the financial risk, but rather because the larger the 
organization, the less flexible it tends to be in adjusting quickly to new 
and unforeseen developments—of which any new business will have plenty. 

But to get back to the first question, “I am thinking of going into business 
for myself. Do you think I should?” In this chapter we will subdivide your 
question that involves you, what, where, how, and when, into six. Two 
questions I will ask of you; four you will ask of me. 

1. Do you really want to start a business? (And this includes buying an 

established business.) 

2. Are you prepared to start a business? 

3. What about my business? (Most people start the conversation with a 
specific community in mind.) 

4. Where should I start my business? (Some people will move to any 
community that looks good for their business.) 

fj. What are my chances for success? 

6. Should I start my business now? 

1. Do you really want to start a business? 

You will have to answer this question objectively and completely before 
we can get down to a sound discussion of your particular business. Most 
likely if we were talking this over, you would be able to convince me of 
your earnestness in a few moments and we could move right on to the main 
topic—your business. These are the points that I would raise with you. 

Have you analyzed carefully the security provided by business ownership 
and compared it with that possible if you remained an employee? 

Have you compared earnings and salaries of business owners with the 
wages and salaries of workers? 

Have you carefully considered the negative aspects of business ownership? 

The dangers of losses? 1 he ‘'mortality” or failure rate of business? 
What is driving you toward business ownership? Need to earn more? 
Desire to be independent? Wanting to be the “boss-man”? Dissatisfac¬ 
tion with present job or work? 

Here are some facts and opinions on these points: 

Business ownership and security. Security is not guaranteed by business 
ownership—neither immediate job security nor that for old age and retire¬ 
ment. In fact, the “mortality” or discontinuance rate of businesses is so high 


160 



DO YOU REALLY WANT TO START A BUSINESS? 


Sec. 5 


Length of Life of Enterprises Established between 1844 and 1926 

in Poughkeepsie, N.Y.* 

(Counting change in proprietorship as a new enterprise) 


Years of life 


T yp 

e and number of enterprises 


Whole¬ 

saling 

183 

Manu¬ 

facturing 

1,194 

Retailing 

5,567 

Craft 

1,423 

Service 

2,855 

Total 

11,222 

Per cent 

1 or less. 

22.4 

24.0 

32.5 

31.9 

32.9 

31.5 

2 or less. 

32.2 

37.1 

45.8 

46.2 

47.2 

45.2 

3 or less. 

43.7 

49.8 

55.0 

56.5 

56.8 

55.0 

5 or less. 

57.9 

63.2 

66.2 

68.1 

69.0 

66.7 

10 or less. 

74.9 

78.6 

80.7 

81.9 

83.4 

81 .3 

Over 10. 

25.1 

21.4 

19.3 

18.1 

16.6 

18.7 


* Dun’s Review, June, 1939, p. 13. 


Life Span of Retail Stores in 207 Indiana Towns, 1930 to 1937 * 



Per 

Percentage of stores which started in 1930 

Per 


cent 



discontinuing in— 



cent 


en¬ 

• 







still 

Retail trades 

tering 








in 


busi¬ 

1st 

2d 

3d 

4th 

5th 

6th 

7th 

busi¬ 


ness, 

year 

year 

year 

year 

year 

year 

year 

ness. 


1930 








1937 

Groceries. 

« 

100 

22.5 

16.4 

10.3 

8.1 

5.4 

4.5 

2.7 

30.1 

Shoes.... 

100 

23 9 

21.7 

13.0 

4.3 


2.2 


34.9 

Hardware.... 

100 

11.5 

16.4 

9.8 

3.3 

1.6 

6.6 

4.9 

45.9 

Garage and auto 










sales. 

100 

30.5 

19.9 

11.9 

6.3 

5.7 

5.7 

3.4 

17.4 

Department stores. 

100 

30 3 

27.3 

9.1 

6.1 

3.0 



24.2 

General stores.... 

100 

24.3 

18.9 

14.9 

6.8 

2.7 

4.1 

4.1 

24.2 

Drugs. 

100 

14.0 

14.0 

6.5 

5.4 

2.2 


2.2 

50.4 

Restaurants. 

100 

33.1 

20.4 

8.4 

11.3 

5.1 


1.8 

15.5 

Men’s clothing. . . 

100 

17.3 

16.0 

11.1 

12.3 

6.2 


1.2 

34.7 

Women’s clothing. 

100 

21.9 

21.9 

6.1 

5.3 

6.1 


2.6 

31.7 

Furniture. 

100 

20.0 

18.2 

5.5 

3.6 

5.5 

ESI 

5.5 

29.0 

Total. 

100 

24.9 

18.4 

9.9 

7.6 

4.9 

4.8 

2.7 

26.8 


* Dun’s Review, January, 1940, p. 27. 
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that authorities state that out of every 1,000 new businesses started during a 
year 250 disappear before the end of the year. By the end of 5 years, only 
350 remain; and no more than 190 of the original 1,000 start their eleventh 
year. These figures apply pretty much to all types of businesses. The tab es 
on page 161 show the results of two comprehensive surveys—one made in 
Poughkeepsie, N.Y., covering the 82 years, 1844 to 1926, and the other made 
in 207 Indiana towns for the period of 1930 to 1937. 

Business ownership is synonymous with risk taking—at least it should be. 
Risk taking involves both the possibility of profit and that of loss; if the 
unprofitable operations exceed the profitable, closing up the enterprise is 

just a matter of time. 

By placing this emphasis on the mortality rate of business there is no inten¬ 
tion to deny that in this country today there are tens of thousands of smaller 
businesses that produce good incomes for their owners—or rather, it might 
be said, that enable their owners to earn good incomes by capably managing 

them. 

Business ownership does offer a particular form of security: secunty 
against arbitrary and sudden dismissal. Perhaps this is one of the reasons 
you have for wanting to start a business. If so, good; but the way may be 
long and hard before you can get your enterprise to the point where the 

security begins to mean something tangible. 

The question of security should be at the bottom of the list. But because 
so many people talk about it first, I have considered it early in this chapter. 

Too much emphasis on the security possibilities of business ownership 
can easily get you on the wrong track in starting a business. In the final 
analysis the only real security for the individual rests in his making himself 
more and more qualified for the job to be done. If he is an owner, it means 
running a business that so pleases the customers or clients that they will 
support it or buy its products. And, of course, that is what so many men 
mean when they talk about the security of business ownership. They feel that 
they can produce, and they do not want to be blocked by some boss who has 
unsound business policies or uses out-of-date business methods. 

The fear of insecurity has kept many people from launching businesses for 
themselves. Perhaps you have been asking yourself if you shouldn’t stay on 
your present job—if you are not foolish to venture into the unknown. If 
your friends and relatives know that you are considering starting a business, 
the chances are ten to one that they are saying, “Don’t be foolish. Stay 

where you are.” 

If the fear of insecurity is holding you back, or the desire for security 
urging you on, then I think you had better ask yourself the question, “Do I 
really want to start a business?” If the desire for security outweighs all the 
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other reasons for starting or not starting, then, in my opinion, you are not 
mentally or emotionally prepared for business ownership. 

Jobs with big corporations provide very little in the way of real job 
security. Even men in the top positions are subject to sudden and arbitrary 
dismissals by boards of directors or controlling interests. Face-saving letters 
of resignation are accepted, but the results are the same. All you have to do 
to check on this phase of insecurity is to watch the shifts in management 
of well-known corporations. For example, in January, 1950, Charles Luck- 
man, president and “wonder boy” of Lever Brothers, resigned his $300,000- 
a-year job after a two-day conference with the real heads of the soap empire 
that has 500 subsidiaries scattered throughout the world. 

The insecurity of key executives in our large corporations was impressed 
on me several years ago when I listened to a series of sales talks designed 
to recruit salesmen for an insurance company. They had been put on seven 
double phonograph records; 14 sides in all. Two records were devoted 
chiefly to case histories of former business executives who had found real 
economic security only after they had set up their own insurance offices. In 
each case, the man had held an important position with a big corporation, 
had drawn a good salary, and had thought he had security. Then there had 
been a sudden change in management or policy, and the man had been let 
out. If the facts given were accurate—and they must have been, for names 
of companies and individuals were stated—they would certainly dispel the 
idea that top jobs in large corporations provide security. 

Business ownership and income. Many people who claim that they want to 
go into business for themselves point to large earnings of businessmen and to 
the fact that they can pay themselves large salaries, that is, draw out a lot 
of the earnings for their own living expenses and personal investments. You 
most likely have heard stories of men who started a few years ago in their 
own businesses and today drive around in Cadillacs, own swanky homes, 
and always seem to have plenty of the folding green stuff—certainly far more 
than they would ever have had “working for someone else.” Many of these 
stories are true, although perhaps a little exaggerated, but they do not tell 
the whole story. 

The facts are that, on the whole, the range of incomes of the owners of 
unincorporated businesses or of closely held corporations is about the same 
as the range of the earned incomes of wage earners and salaried employees. 
In other words, lots of business owners do not draw out of their businesses 
any more money for their own use than the average full-time worker draws 
in wages. The majority of retail stores and service businesses in the United 
States do not take in enough money each year to provide their owners with 
more than $200 a month for their own use. 
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On the other hand, there are business owners whose share in the profits, 
withdrawn in cash, will run into hundreds of thousands of dollars each year. 
But it is also true that the top employees in some of the larger corporations 

draw similar amounts. 

Maybe you have convinced yourself that, because someone is paying you 
a salary or wage, he is making a profit on you which you could keep if you 
were your own boss. Perhaps you are right, but you had better check your 
thinking once more. No general rule holds true in all cases. In some cases 
you are valuable only as a member of a team, and the so-called profit of the 
owner is on the work of the team as a whole, not on the individual members. 
The minute you leave such a team, your value drops, even to yourself that 
is. until you are able to form another team that is just as efficient. Perhaps 
the business principle that it is not good business to begrudge the other man 
a reasonable profit—even on your efforts—should be applied more often. 

Your business proposition may be just the opposite; that is, highly individ¬ 
ualistic. Perhaps it is similar to the case of the young European who evaded 
the Iron Curtain, got into this country, and wanted to get started in the 
importing business. All he had was his knowledge of materials and a list of 
contacts with whom he had previously done business. My advice to him was 
to start his own business immediately. For personal reasons he felt that he 
had to get on a payroll, so he spent several weary weeks calling on importers, 
trying to sell them on hiring him for what and whom he knew. He could get 
no bona fide offers from reputable companies, so he finally launched his own 
company. Today he is on the road to success. My reasoning was that it was 
he as an individual who was valuable. Being a member of a team would not 
add one iota to his worth to any company. Apparently this was obvious to 
all the businessmen he interviewed, for each figured that, since whatever the\ 
paid him during the early months was being staked on one person, not on 
building a team of workers, the possible returns had to be very high. Further¬ 
more each implied—some even asked—the question: “If you are worth the 
salary and expenses you ask us to advance, why don’t you go it on your own?” 

If it is the envy of someone else’s making a “profit” on you that is causing 
vou to want to start your own business, why not talk it over with your boss 
and tell him of some of your ambitions? This assumes that you are currently 
working for a smaller company, which is all the more reason for considering 
such a move. If you start the same type of business as you are now working 
for, you will have to build it into more than a one-man enterprise. That is, 
if you want it to grow, you will need an organization. Perhaps your present 
boss has some ideas along the same line. Therefore, unless you have some 
very valid reasons for not doing so, I would talk things over with him. But 
do not be surprised if at first he takes a negative view of the whole idea. It 
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is my observation that most small businessmen are immediately suspicious 
and resentful of employees who approach them with the idea of getting in on 
the ownership of the business. It is a perfectly normal reaction, so recognize 
it as such. Word your proposition so that you do not have to consider his 
first reaction—if he is opposed—as a turndown, but rather as the basis for 
further study of the idea. 

Recently during a talk on business management I urged the small business¬ 
men present to start building organizations in their firms by taking their 
employees into their confidence and giving them as much responsibility as 
possible. In the question period following, one man challenged the idea. 
According to him, I was all wrong. “If you let an employee learn about your 
business, he will quit as soon as possible and start up for himself.” I asked 
him why he had gone into business for himself. He replied, “The guy I was 
working for wouldn’t give me a chance to become part owner. He wouldn’t 
even let me learn the important parts of the business.” I felt that he was 
helping me make my point very clear, so I asked him if he would have left 
his old boss if he had been given such an opportunity as I now urged him 
to give his employees. My point was made! 

Let’s ask the basic question in another form: Why do you want to start 
a business? This, of course, includes buying out a business as well as acquir¬ 
ing part interest in a going concern. 

The specific answers that men give to this question are manifold. It is my 
observation that if you can get your real reason out in the open where you 
can analyze it thoroughly, you will be taking a long step toward getting 
launched in a successful business, or avoiding a false start. 

Profits are supposed to be the prime reason why men go into business. If 
you mean by profits the difference between the sum of money a business takes 
in during a year or any other period of time and what it pays out during that 
period (including what the owners get, what is set aside to replace the 
equipment when it wears out, and what it has promised to pay later on), 
then, in my opinion, it is safe to say that the majority of businesses are not 
operated at a profit. Actually most of the so-called “profitable” businesses 
produce for their owners no more than reasonable salaries plus a nominal 
interest on their investments. 

Self-expression through business ownership . As previouly implied, I do not 
think that many men or women become business owners because of the possi¬ 
bilities of big earnings or because they see real security in it. It is my opinion 
that they become business owners because they see, or think they see, an 
opportunity to create something—an opportunity for self-expression. Isn’t 
that the basic drive that is behind your thinking about starting a business? 
The “grand openings” of markets, retail stores, theaters, factories, and in fact 
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all types of businesses are not just advertising stunts; basically they are a 
desire to present the new business, just created, in all possible glory. I have 
seldom met a man who could any more conceal his pride in a new business 
than he could his pride in his first-born son. And the men who seem the 
proudest to become business owners invariably are former executives of big 
corporations. They are like an acquaintance who telephoned wanting to sec 
me for a few minutes. For years he had held important positions in one of 
the largest rubber companies, and he just wanted to stop in to tell me that he 
was now in business for himself. I had never seen him so happy or so proud, 
despite the fact that his company would not do as much business in a year 
as the big corporation he had just left would do in half a day. 

The desire for a better income from business ownership is a perfectly 
legitimate justification for wanting to go into business. Perhaps it is your 
desire; perhaps, the wife’s. The latter is just as good; many a man who 
claims to be self-made is actually wife-made. But if the desire for profits 
takes precedence over that of making your business render a real service, it 
is my opinion that your chances for success are definitely lessened. 

American businessmen are often kidded about their ideas on service. Busi¬ 
nessmen in many other countries scoff at the idea and think the Americans 
are cither naive or hypocritical. But we seem to have learned that service 
pays dividends. “Rendering a service” is just another way of saying “solving 
a problem.” And that is just what most businesses do for us day in and day 
out. The fact that we create many of our problems does not alter the sit¬ 
uation, nor does the fact that we are frequently talked into having problems 
by high-powered advertisements. 

It has been said that if you can find 30 people who have a common prob¬ 
lem, or who can be convinced that they have, you have the basis for starting 
a business. You can think of hundreds of businesses that will illustrate this 
point. I always think of diaper laundries. We had been having babies for a 
considerable number of years and the home washing of their diapers had 
always been a burden, but in spite of this it was not until 1932 that the first 
commercial diaper laundry was started. It had taken businessmen a long 
time to see this problem and do anything about it. 

The problems that businesses arc set up to solve may range from the simple 
to the very complex. They may be problems that are causing serious losses 
and great worries, or they may be problems whose solutions just simplify life, 
make it more enjoyable, and give people more time to do all those things 
they really like to do. 

Let’s take a simple situation that may illustrate not only the problem¬ 
solving role of business but also the relationship of profits to service. A chap 
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with less than $1,000 of capital came to a California town where he wanted 
to live and where he wanted to start a business. The businessmen in the 
town had lots of problems, but one that seemed universal was the distribution 
of handbills. The high school boys they hired were usually too careless about 
where they stuck the handbills; sometimes they even put them down the 
storm drains to speed the distribution. In a few days the newcomer con¬ 
vinced enough merchants that he could solve this problem for them, and he 
was in business for himself. It was profitable right from the start. The 
merchants appraised the service in terms of the increased effectiveness of 
their handbills plus their savings in money, time, and worry. They wanted 
him to make a profit and to stay in business as long as he solved their 
problem. 

Businesses that solve one problem frequently create whole series of prob¬ 
lems the people will want solved. The automobile industry is a well-known 
example of this. Even after 50 years of the motor car, companies and indi¬ 
viduals are still solving the problems of motorists. 

Perhaps you are starting your business because you want to be the “boss- 
man,” or because you would rather be the big toad in a small puddle. That 
is very understandable and, if kept within bounds, perfectly all right. The 
danger in this approach to business ownership is that it overlooks the fact 
that many workers do not care to work in so-called “one-man” businesses 
where their interests are likely to be at the mercy of one individual’s whims. 
Rightly or wrongly, labor today wants to broaden the area of its interest in 
the management of businesses. More and more, professional managers of 
businesses are recognizing the value of labor-management teamwork even on 
such matters as sales and advertising programs, production costs, the intro¬ 
duction of new laborsaving machinery—questions that a few years ago were 
strictly management’s job to solve. 

If the drive to be boss is at the top of your list of reasons for starting a 
business, ask yourself if you would want to work in that kind of business. If 
it is not good enough for you, it most likely will not be good enough to 
attract capable workers. It may be hard to build business teams, but when 
you can get a good one going it certainly pays off. Being boss does not need 
to mean that you have to “lead the band and play all the instruments in it.” 
On the contrary in some well-managed and profitable small businesses the 
boss is the least conspicuous. Before you start your business you may want to 
answer very thoroughly the question: Gan I build a real business team? 

Larger ventures. The larger the business-to-be under consideration and the 
more owner-managers involved, the more important it is that you discuss the 
basic problems of ownership and the questions of security and income to 
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achieve a meeting of tin* minds regarding 
for the business must be agreed upon but a 


them. Not only the basic policies 
Iso tbe objectives of tbe owners of 


the enterprise. Let me illustrate: . 

Recently I watched a sound business break up and disappear not because 

of lack of orders or of capable operating management. The break-up was 

due solely and entirely to a conflict among the owner-managers over top 

policies and the main objectives of the concern. Some of them felt that 

security and income- that is. their personal security and income were 

furthered bv keeping the business relatively small. Others felt that growth 

provided the most security and that income—that is. their current incomes 

_should be restricted in order to help the business grow. 

The damage done by this cleavage was irreparable. The records reveale 
that this basic poliev had never been explored prior to starting the business. 
Each man had entered into the deal with his own preconceived ideas as to 


the objectives of the enterprise. 

The variation in the Federal personal-income-tax rates is another reason 
for achieving agreement on the business policy affecting security and income. 
This is particularly true in those cases where some of the owner-managers of 
the enterprise have sources of personal income other than the business in 
question, while others are dependent solely on it for their total incomes. The 
problem is complex and no single general advice can prevail. Help of experts 
should be obtained when the problem is under discussion—that is. before you 


start. . 

All that we have been doing so far in this section is to get you to check 

whether or not you really want to go into business. If you arc satisfied that 

you really do, we can move on to the next question from me to you. But 

before we do, you may want to make certain that you have the facts which 

will justify the following statements by you: 


I want to go into business 1 because— 

I believe there is greater security for business owners than there is for 

job holders. 

I believe my average profits over a given period of years will greatly 
exceed my average wage or salary income for the same period. 

I believe I can develop a business that will prove to be a genuine service 
to my customers and will solve one or more problems for them. 

I believe that I can build an organization in which others will enjoy 
working. In short, I believe that I have qualities of leadership and am 
justified in my desire to head an organization. 

1 If your business is to be a partnership or corporation, substitute “we,” “our,” and 
“us,” for “I,” “my,” and “me” in the above statements and similar ones that appear in 

subsequent parts of this section. 
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2. Are you prepared to start a business? 

Whether or not you are prepared—that is, adequately prepared—to start 
a business depends, of course, to a large extent on the kind of business you are 
thinking of starting. 

There are fields of business you cannot enter unless you pass professional 
and/or technical knowledge tests and are granted permits or licenses by 
governmental or other agencies. Pharmacies, beauty parlors, and plumbers 
are typical examples of businesses in this category. But actually such busi¬ 
nesses are very few and in most of them it is an individual, not a business, 
that needs the license. Such men can be hired as skilled workers in many 
cases. 

I am assuming that the business you are considering is either one whose 
legal requirements you can meet or one for which there are none. 

Similarly we will skip the question of whether or not you are financially 
prepared—that is, whether you have adequate resources. During the past 
few years this aspect of business ownership has received a lot of attention. 
In part this situation was due to the fear that many men and women would 
try to start businesses without a full appreciation of the financial problems 
and would go broke. Writers who got their information from credit man¬ 
agers, bankers, and government officials tended to stress the amount of 
money that it takes to get established in a small business. It is my opinion 
that not enough stress has been placed on the need of being prepared for 
financial management of business. The amount of money you have is not 
nearly as important as how you use what you have. Understanding how to 
use money—your own and that which you can borrow—is a key point on 
which you should be prepared. Are you? 

Financial management . Preparation in financial management is all-impor¬ 
tant—unless, of course, you conceive of your business as one that will remain 
relatively small, a sort of shop. If you have visions of its growing into a large 
concern you had better be prepared in financial management or make haste 
to become so prepared. Borrowing money—that is, using one s credit is not 
all there is to financial management, but it is an important part of it. This 
is especially true today, for the business owner never knows when he must 
cither expand rapidly or lose out to his competitors. The superabundance 
of investable funds and the thousands of men and women who are looking 
for business opportunities are constant threats to existing businesses. It is 
estimated that at least 25 billion dollars out of the 250 billions of individuals’ 
savings is available for investment. 

Human relations . Perhaps the most important question under preparation 
is: Are you prepared in human relations? This is a term that is usually 
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applied to relations between management and labor or between boss and 
workers. But in a broader sense adequate preparation in human relations 
means that you know how to work with people, deal with people in short 
ge t "long with your fellow human beings as equals. No one is ever fully 
prepared on this score. Most of us bat only about .200 at the most when we 
come right down to it, but if we recognize the importance of good human 

relations, there is much that each one of us can do. 

You can get lots of help in becoming prepared as far as human relation. 

are concerned. There are many excellent and well-written books on the 
market. You will find them very readable, and they can help you acquire a 
scientific basis for most effective dealing with your customers, the people you 
buy from, the people who work with you, and your fellow businessmen. 

When you check into what is adequate preparation in human relations 
you will see that it is chiefly you that is involved. It is the way you act, what 
you say, and even how you think that determines what the other fellow does 
or says. You can’t make people buy from you, but you can so conduct your 
business that they will want to buy from you. You can’t get loyalty from 
your workers and associates by command, but you can earn it by your under¬ 
standing of them, their ideas, their hopes and aspirations, and their prob- 


Let me illustrate by a couple of short stories from real life. Both happened 
in a Midwestern manufacturing company whose top management has a keen 

appreciation of good human relations. 

The first involves Joe, a janitor, and the building of a second-floor addi¬ 
tion to the main office building. It was not much more than a routine 
construction job to provide more space for the engineers, draftsmen, and 
general office force. As such it didn’t seem that it would be of much concern 
to the rank and file of the workers. But the general manager knew that joe, 
like most of the employees, lived with his family near the plant . On Sundays 
now and then he had seen Joe with his two small sons walking past the plant 
while Joe, the big shot in their eyes, pointed out things of importance. The 
general manager could foresee the questions they would ask just as soon as 
construction started, and he could sense Joe’s embarrassment and hurt it e 
were unable to tell his sons what his company was doing in this latest develop¬ 
ment. So on the bulletin boards were posted the details of the expansion, 
complete with blueprints, architect’s sketches, costs, and explanations of the 
need for the expansion and just what it would mean for each department. 
Joe and the other working fathers were never embarrassed for lack of infor- 

mation about their firm. 

The second story involves supervisors and the difficulties of really getting 
to the root cause of a problem. According to this company, supervisors or 
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foremen find it hard to understand and to apply good human relations. And 
the more recent their promotion to the supervisory positions, the more trou¬ 
ble they seem to have. One such supervisor complained that one of his men, 
Brown, continually ignored instructions and did work below the standard 
acceptable in this plant. Reprimands were of no avail, and finally it reached 
the point where Brown’s dismissal was being considered. His production 
record made such action possible under the terms of the union contract. 
When the case reached the general manager, he urged that shop friends of 
Brown find out what had happened to him during the last six months. Word 
came back promptly that Brown had lost his hearing and was afraid that he 
would be discharged if his deafness was discovered. The general manager 
allayed his fears and pointed out that several of the executives wore hearing 
aids. Brown immediately acquired one, and the problem was solved. But 
the real pay-off for the company resulted from the better understanding 
by the supervisors of what really constitutes good human relations. 

Perhaps we can restate the question for this part of the section: Do you 
consider that you are temperamentally and emotionally prepared for business 
ownership? I am not trying to scare you away from business ownership, hut 
I do think that you must answer that question frankly and honestly to your 
own satisfaction. And your answers must be made with present-day business 
conditions in mind. Competition is keen, business as a career has attracted 
many of the country’s most able men, labor (for the most part) is well organ¬ 
ized, and customers are well informed. 

If your business venture is to be a partnership or corporation—that is, a 
medium-size or larger small company—then the question is: Is each member 
of the group of owner-managers adequately prepared in human relations? 

The relationships among the owner-managers of businesses of these sizes 
must usually be very close, and it is vital that each man in your group be 
able to bring emotional maturity and judgment to the problems of the 

business. 

You can help develop sound human relations if you are party to develop¬ 
ing an organization in which the responsibilities, duties, and authority of each 
member are clearly defined and in which each feels that there is confidence 
in his ability and integrity. 

If the need for these is not clearly understood by each member of the 
group or if there are conditions existing in their private lives that would pre¬ 
vent or retard the development and continuance of sound human relations 
in your group, then no further action should be taken until this problem is 

satisfactorily dealt with. 

Good human relations among owner-managers of a concern do not require 
that discussions and arguments be avoided or that they agree on all matters. 
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far as this applies to your preparation for bus.ness ownership it means 
you have to check your experience against the best in the bus.ness. Forcxam- 

ple if you are considering the restaurant business, your experiences 
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profitable restaurant in the class you arc considering starting. 

Your experience as a user of a product or service is frequently niore impo - 
tant than your experience as a producer. Many of the most successful hotels 
motor courts, restaurants, service stations, and even manufacturing and 
retailing businesses have been started by men and women whose only claim 
to experience was that they knew “a good one when they saw it. Many had 
never actually operated a business of any type, but they had been keen 
observers of what the buying public likes and will support. To pcopd 
enough brains to observe accurately, the problem of learning efficient oper- 
ating S management of most businesses is relatively simple. They are usually 
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better qualified than the ex-GI who claimed he wanted to start a cocktail 
lounge. He stated he was experienced, so I asked him where he had worked. 
And he replied, “I have never worked in one, but I hang around them every 
night.” Since at that time a lot of fellows were dreaming of getting rich by 
serving drinks, I had made a point of talking with a number of bartenders 
and cocktail-lounge owners myself. So in a few minutes I was able to get the 
ex-GI to realize that even his experience as a consumer was not teaching him 
very much about the business. 

You will be better qualified to answer my question as far as experience is 
concerned if part of your experience has been in the role of an observant user 
of the product or service you are going to deal in. You can get a form of this 
experience from reading magazines published for the many types of busi¬ 
nesses. There is practically no business for which a trade magazine is not 
published. If you do not know the titles for your business and cannot find 
out from your local public library, then write to the Office of Small Business, 
U.S. Department of Commerce, Washington, D.G. They will be able to help 
you without charge. 

There is just one other phase of preparation that I want to ask you about, 
and this assumes that you are married. Is your family prepared for you to 
start a business? This applies particularly to your wife, for without her 
understanding of all that is involved, your chances are considerably lessened. 
The importance of this part of preparation for business ownership will, of 
course, vary with the kind and size of the business, its location, and the 
personalities involved; but for many men considering business ownership, it 
should be the first question under preparation, not the last. 

Before we move on to questions about your business, the following list 
may help you to evaluate your preparation for business ownership: 

I believe that I am prepared to start my own business because— 

I possess the necessary skills and can obtain the required permits and 
licenses. I have made arrangements to employ men having those I 
do not possess or cannot obtain. 

I understand the importance of financial management and the need for 
being ready to increase the size and scope of my business. 

The experiences I have had with my kind of business have made me 
familiar not only with all phases of it but also with the reactions and 
opinions of its customers and clients. I know how the better businesses 
of its kind are managed. 

I get along with people. I know how to work with customers, employees, 
suppliers, and fellow businessmen for the most mutually satisfactory 

results 

My family—and particularly my wife—approve of my going into this 

business. 
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3 . What about my business? 

You most likely have a specific business in mind; also a specific community 
where you would like to start your business. Most people do, when they ask 
whether or not they should go into business for themselves. Obviously in 
this section or even this entire work we cannot talk in terms of specific enter¬ 
prises. What we attempt to give you are facts, ideas, principles, and techniques 
that are applicable—more or less—to all businesses. Another thing that 
we should like to do is to stimulate your imagination and broaden your 
vision as to the possibilities in business. So in answer to your question, 
“What about my business?” I am going to talk about business opportunities. 

Have you ever been curious about how men got started in the businesses 
they are in? That is, why they selected a particular type of business? 
I believe that if you asked businessmen why they chose the businesses they 
did, you would be intrigued with the discovery that many, if not most, just 
landed in them by chance. Sometimes luck is with them and their careers 
get written up as “success” stories in later years. But that only proves the 
hazards of relying unnecessarily on chance to determine your fate. 

Specialization in business. No one has ever made satisfactory descriptive 
lists of all the different kinds of businesses in the United States. Even if 
one had been made (and one is highly desirable), it would have to be added 
to almost daily because new businesses or new forms of old businesses are 
being set up constantly. A great deal of specialization is taking place in the 
business world. In many cases the specialized businesses are actually new 
types of enterprises, although they may be classified under a common term. 
The diaper laundries are a perfect example. Although technically listed as 
laundries, the service they were set up to render is so unique that they should 
be consideied as a separate kind of business. In retailing, the specialty store 
is very common, particularly in women’s wear; but even in men’s wear we 
find stores devoted exclusively to the sale of such items as neckties. Fre¬ 
quently these stores will specialize in merchandise at one price only. Special¬ 
ization in manufacturing and processing is even more pronounced. Com¬ 
panies not only specialize in products, but in many lines they specialize 
according to prices, types of materials used, styles, sizes, and other factors. 
For example, in the women’s dress industry, a successful company does not 

just make dresses—it makes dresses to sell at certain prices or for certain sizes 
of women. 

Specialization is one of the earmarks of an advanced business economic 
system. You seldom find specialized businesses in so-called “pioneer” or 
primitive communities; there the general store is most common. Usually it is 
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not until a considerable volume of trade has developed that people set up 
stores, shops, or factories to sell or produce just certain things. 

The demand for specialized businesses is far greater than most people 
realize. In fact it is in the performing of special services or in the providing 
of special goods that are to be found, according to some authorities, the 
greatest opportunities for business ownership. 

One way to stimulate your imagination as to all the different kinds of 
specialized businesses is to get a directory of businesses—for example, the 
classified section of a telephone directory—and study all the various types of 
activities and enterprises that are listed. 

Of course, specialization can be carried too far or may be attempted in a 
town or area where the people are not ready to support it. To find out those 
specialized businesses that the people in any community will support calls 
for some real checking, some real market research. But if you can find that 
the people of a community are saying that they would certainly like to have 
a particular type of specialty store—for example, a bookstore—you have 
something to work on. Of course, you have to make certain that their 
demand will be large enough and steady enough to support your venture. 
This is just another way of saying that if you can discover a problem which 
a number of people have in common and can set up a business to solve it, 
you have at least laid a good foundation for future success. 

Strange as it may seem, I have found that many people want to start 
businesses and sell things which they personally like but which their cus¬ 
tomers do not like. I do not mean that your likes and tastes are not 
important; they are. But I do mean that they had better be secondary to 
those of your customers. I saw a perfect example of this when a former secre¬ 
tary decided that she and her husband would start a restaurant specializing 
m well-balanced meals, with vegetables and salads. Nothing I could say 
would stop them. They located near a group of municipal buildings. 
Because of their location and the general surroundings, their main patronage 
came from clerks and office workers. This was as they had anticipated, but 
what they had not anticipated was that their customers did not want to have 
their dietary habits changed. For two months they struggled to get the clerks 
and secretaries to take their well-planned and balanced meals, but to no 
avail. The last time I saw them they were dishing out the fats, starches, 
and sweets. The vegetables and green salads had all gone by the board! 
And they were looking for a buyer for the business. 

If you say that only a greenhorn would do such a thing, let me remind you 
that Mr. Childs, founder and developer of the Childs chain of restaurants, 
tried to force his dietary ideas on his customers. The results were disastrous! 
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Even Henry Ford had to lose many millions before he was convinced that the 
public no longer wanted his idea of motor-car transportation the Model T. 

The business population. Right now you are concerned chiefly with one 
business, the business that you are considering starting. That is as it should 
be. But I have been trying to get you to compare or check your business 
with other possibilities that are open to you. Maybe you already have the 
perfect business in mind. If so, fine. But the chances are that you can afford 
to take one more look before you leap. The following statistical information 
is inserted here to give you an idea of the size and characteristics of the 

American business population. 

About 4,000.000 business firms make up the business population in the 
United States. That means approximately one firm for every 38 persons. 
The number of firms has gone up and down during the past hundred years, 
but the long-time trend has been for the number of firms per thousand of 
population to remain fairly constant. During the last 20 years the number 
has fluctuated rather violently. The depression of the thirties wiped out a 
large number of businesses. As the economy recovered, many new businesses 
were started; and in 1941, there were approximately 3,400,000 firms. Of 
these, 560.000 disappeared during the Second World War, and in December 
of 1943 we had about 2,840,000 left. Since VJ day there has been a rapid 
growth in the business population, according to the U.S. Department of 
Commerce. Figures for the recent years are shown in the accompanying 

table. 


Business Population, 1941 — 1948 * 


Industry 


All industries 


Mining and quarrying. 

Contract construction. 

Manufacturing. 

Transportation, communication, 

and other public utilities. 

Wholesale trade. 

Retail trade. 

Finance, insurance, and real estate 
Service industries. 


Number of firms, thousands 


* U.S. Department of Commerce. 


Sept., 

1941 

Dec., 

1943 

Dec., 

1946 

Dec., 

1948 

3,398.0 

2,835.6 

3,644.6 

3,919.4 

23.4 

26.0 

28.0 

31.6 

243.8 

147.1 

247.9 

311.5 

225.8 

227.6 

307.8 

319.8 

209.2 

187.9 

222.6 

234.7 

146.2 

114.0 

307.8 

186.2 

. 1,620.8 

1,318.0 

1,674.1 

1,778.0 

285.0 

267.5 

298.5 

306.8 

643.8 

547.5 

696.6 

750.7 
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This table breaks the business population into eight major categories, and 
it is interesting to note the different rates at which the various groups shrank 
and grew. The greatest increase in number of firms since December, 1943. 
has been in retailing, which accounts for about 460,000 out of the total 
increase of approximately 1,100,000 firms. But the greatest percentage 
increase has been in the contract construction industry, which has more 
than doubled. The growth of the number of service businesses means that 
we, as individuals and in our businesses, are more and more getting other 
people to do for us work that we formerly did for ourselves. They include 
not only such businesses as beauty parlors, dry cleaning companies, repair 
shops, and laundries but also those less well known such as mailing-list com¬ 
panies, freight forwarders, customs brokers, building-maintenance companies. 

check-cashing and bill-paying offices, and scores more. The list is growing 
every day. 

The average number of employees in the 4,000,000 firms in the United 
States is about 12. Most people will hardly believe this to be true in a land 
where big corporations are so common. Of course, it means that the 
large majority of firms hire far fewer than 12 workers. In fact, according 
to the U.S. Department of Commerce, 87 per cent of the retail firms and 
service businesses in this country employ fewer than four workers. Even 
among manufacturers, 75 per cent of the firms employ fewer than 25. The 

Department states that 92.5 per cent of all businesses in the United States 
are small firms. 2 

Sources of information. There are many sources of information and sug¬ 
gestions as to different businesses that you may want to check in comparing 
your proposed business with other possibilities. I have mentioned telephone 
and business directories; also the U.S. Department of Commerce (partic¬ 
ularly their Office of Small Business). The best procedure with the latter 
is to visit one of their 44 field offices. Do not overlook chambers of com¬ 
merce, power and light companies, banks, local newspapers, and other 
organizations interested in the development of their communities. Several 
of the states have good industrial development commissions that can be very 
helpful. In some communities labor unions are becoming increasingly aware 
of the need of encouraging new companies. Do not think that the emphasis 
is on helping just the large concerns. More and more communities arc 
realizing that 50 companies hiring about 50 employees each make for more 
stability than one company that hires 2,500. 

2 The Department of Commerce classifies the following as small business: 

1. Manufacturers employing less than 100 people 

2. Wholesalers having net annual sales of less than $200,000 

3. Retailers and service enterprises having net annual sales or receipts of less than 

$50,000 
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The time and energy which you will expend in starting your business will 
most likely be many times more than you anticipate. Once launched in the 
enterprise you will be unable or reluctant to change, for you are making a 
long-time contract with yourself—maybe a lifetime contract when you 

start a business. 

Your decision in the selection of your business is so important that one 
more “I believe” is offered for your guidance: 

I believe I have selected the kind of business that is best for me because 

I have carefully surveyed the business world as to types of business 

opportunities. 

I have chosen a business in which I can happily and sincerely cater to 

my customers’ tastes and requirements. 

I have chosen a business in which I can be of real service to my cus¬ 
tomers in the solution of their problems. 

4. Where should I start my business? 

The answer to this question, as with the previous one, depends in most 
cases on the type of business you have in mind and on you your personal 

likes and dislikes. 

The vast majority of people who start businesses are as much interested 
in where they will live and work as they are in the type of business. Top 
managers of larger corporations, when they are selecting sites for the reloca¬ 
tion of their plants or the setting up of branch plants, tend to attach primary 
importance to such factors as the availability of raw materials, power and 
fuels, water, transportation facilities, and access to markets Usually they 
live away from the community and are not so personally concerned with 
local conditions, other than making them as clean, sanitary, and comfortable 
for their workers as possible. They know that workers professional, tech¬ 
nical, and skilled—will move to jobs even where conditions are not to theii 
choosing. But the owners of smaller businesses usually live or want to live 
in the communities where their businesses are located; therefore they fre¬ 
quently tend to give only secondary consideration to strictly economic factors 

of business locations. 

Checking communities. You can get a great deal of published information 
on how to choose a location for a factory or wholesaling company from the 
U.S. Department of Commerce, from state industrial commissions, and from 
textbooks on business organization and industrial management. Check with 
your local library. Numerous special studies have been made. One of the 
best and most recent is Why Industry Moves to the South, a study of factors 
influencing the recent location of manufacturing plants in the South, pub¬ 
lished by the National Planning Association. 
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Statistical information about communities is also available. The Depart¬ 
ment of Commerce has compiled data on most of the 3,300 counties in 
the United States and on 225 of the larger cities. From these you can get 
the facts about population, tax rates, bonded indebtedness, number of 
workers, incomes from manufacturing, wholesaling, retailing, agriculture, 
etc., educational backgrounds of citizens, purchasing power, and a score of 
other things from which you can begin to evaluate and compare com¬ 
munities. 

Statistical facts are seldom enough to give the whole picture. There are 
some things that you can learn only from a personal check of local condi¬ 
tions. Communities of the same approximate size vary tremendously as to 
their possibilities as locations for businesses. Sometimes it is very obvious why 
a town is exceptionally good or bad as a business center; in other cases it 
is not easy to put your finger on the real cause. 

It has been my observation that the first thing to check into is the com¬ 
munity government; that is, discover who actually runs the town or city. If 
you find a broad and democratic participation in the government by all 
groups—including labor, businessmen, professional men, women’s groups, 
and public employees—you will most likely find the community a good loca¬ 
tion for your business. If the leaders in business and labor have sincere 
mutual respect for each other, if industry is diversified (not concentrated in 
one or two large companies), and if the surrounding agriculture is supported 
by good soils, you have found a good place. 

Any community that depends on one industry or resource is in a vulner¬ 
able situation, and so is the businessman who locates in it. Industries are 
continually migrating, and individual companies usually have to follow the 
trend in order to keep in line competitively, regardless of their feelings in 
the matter. There are literally hundreds of “ghost towns” in the country, 
the results of the sudden and wholesale migration of one industry, the deple¬ 
tion of a basic resource, or the development of a new source of supply or 
substitute. It always seems that in these cases it is the homeowners, the 
merchants, and other smaller businessmen who suffer proportionally the 
most. 

This does not mean that you should never select this type of community 
for your business. It does mean that when you do, you should understand 
fully the hazards involved and should plan your operations accordingly. 

Most of the material written about locations for businesses is directed 
toward manufacturing companies, mainly the larger ones. Regardless of how 
well it is prepared, it is my opinion that if the smaller businessman follows 
it uncritically, he may overlook a number of excellent communities as pos¬ 
sible locations for his business. Perhaps this will illustrate: 
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A Brooklyn manufacturer of leather goods wanted to move his business to 
California and made a trip to pick a location. Santa Barbara appealed to 
him as a place for his home, but when he talked of locating a manufacturing 
business there everyone was shocked. The standard remark was, Santa 
Barbara? Why, that’s a millionaire’s town. You’ll never find workers for 
your plant there.” But he was fairly sure that the clerks he had seen in 
Woolworth’s and the other chain stores were not debutantes working for 
the fun of it. So he started asking these same clerks if they would like to 
work in a leather-goods factory when he started one. In less than an hour 

he had assured himself of an adequate labor supply. 

The larger the business and the greater its normal marketing area, the 
more important is the role its location plays in making it a success. So if youi 
venture is on the larger side you will undoubtedly want to give more con¬ 
sideration to the economic aspects of communities than to your personal 
preferences. 

The following arc the main factors in selecting plant location as incor¬ 
porated in the check list used by the National Planning Association in its 

study: 

I. Raw materials 

1. Immediate or potential availability 

2. Assembling costs 

3. Raw material reserves 

4. Quality of raw materials available 

5. Disposal of raw-material by-products 

II. Power and fuels 

1. Immediate or potential availability of electric power, coal, gas, 
oil, coke, wood, and waste fuels 

2. Power and fuel costs at the plant 

3. Disposal of fuel by-products 

III. Water 

1. Immediate or potential availability of adequate supply of proper 
quality water 

2. Water costs 

IV. Transportation 

1. Availability of water, rail, truck, and air transportation with 
relation to plant site 

2. Costs of transporting raw materials 

3. Shipping costs to markets 

4. Possibilities for arranging special commodity rates 

f). Local transportation facilities for material and personnel 

6. Adequacy of highway facilities for company’s own transportation 
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V. Labor 

1. Immediate or potential supply of labor 

a. Total labor force within commuting distance 

b. Availability of required skills 

c. Male-female supply 

2. Facilities for training personnel 

3. Wage rates and labor costs 

4. Extent and character of unionization 

a. Local history of labor relations 

b. Labor attitudes to technological changes 

c. Community attitudes 

5. Extent of labor-market domination by other industries 

VI. Financial 

1. Availability of local capital 

2. Adequacy of local banking facilities 

VII. Management and technical 

1. Availability of management and supervisory personnel 

2. Availability of technical personnel 

3. Availability of testing and research facilities 

a. Business institutions 

b. Educational institutions 

VIII. Marketing 

1. Economic relation to market or main marketing center 

a. International 

b. National 

c. Regional 

d. Local 

2. Future trend of markets in relation to location 

3. Availability of marketing services and specialists 

4. Relation to competitors 

5. Geographical location and pricing pattern 

IX. Relationship to established concerns 

1. Relationship to other plans of same company 

a. Ability to integrate plant into company production patiem 

b. Possibility of interchanging personnel and materials by com¬ 
pany 

2. Relationship to plants of other companies 

a. Availability of other companies as source of materials or as 
outlet.for production 

b. Economies of specialized service owing to existence of manu¬ 
facturers locally within same industry 

c. Domination of community by some established concerns 

Corporate interrelationships * 

III 
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X. State governmental influences 

1. Tax structure 

2. Minimum wage and hour laws 

3. Workmen’s compensation 

4. Laws of incorporation 

5. Incentives to new industries 

6. Attitude of legislators and government 

XI. Community influences 

1. Housing 

2. Local government attitudes and local business attitudes 

3. Physical attractiveness 

4. Fire protection and insurance rates 

5. Social structure 

6. Recreation facilities 

7. Community spirit and progress 

8. Special inducements 

XII. Building 

1. Costs of new construction 

2. Use of old plants 

XIII. Site 

1. Costs of building 

2. Space for expansion 

Business population shifting. The center of our business population, just 
like the center of the population, has been moving toward the West and 
Southwest rather consistently during the past fifty years. This trend, which 
was intensified during the Second World War, has continued unabated dur¬ 
ing the postwar boom. 

The selection of the location (the community) for your business is closely 
associated with the selection of the site or actual spot where your business 
will be housed. Care in both selections is an important factor in the success 
of your enterprise. Methods for choosing the most desirable sites will be 
discussed in Section 11. For some kinds of businesses, site selection has 
been reduced almost to a science, but when it comes to the selection of the 
community for a new and smaller business it is invariably the personal desires 
of the owner that prevail, and strictly economic factors are given secondary 
consideration. For this reason, it is all the more important that you stop, 
check, and consider once again the community you have selected. Does the 
following coincide with your observations of your community? If so, it 
should be a good location for your business. 

I believe I have selected the right community for my business because— 
There is a wide diversity of industry for the size of the community; or, 
industry is concentrated in a few companies, but I have checked care- 

182 


WHAT ARE MY CHANCES FOR SUCCESS? 


Sec. 5 


fully and found that these companies are well managed, have stable 
employment records, and are well financed. 

There is a good wholesome democratic spirit among all segments of the 
population and a sharing of the responsibility for solving the com¬ 
munity’s civic problems. 

Labor has a fair cooperative attitude toward the industries, and this is 
reciprocated by management with the development of fair, workable 
labor-management programs. 

The natural resources of the surrounding territory are being developed 
and used soundly, particularly fuels, water, and soil resources. The 
farmers are progressive; crops are diversified. 

The materials, supplies, and labor I will need are available. 

The community is in line to benefit from recent shifts in industry and 
commerce. * 

5. What are my chances for success? 

If the answer to this question is to be based strictly on the statistics of 
business successes and failures, it must be admitted that your chances for 
success in any new business are not very good. As already stated, 25 per 
cent of new businesses disappear before the end of the first year, and only a 
handful survive for 10 years. 

But one of the chief reasons for the high mortality rate among businesses is 
that the vast majority of them are started by men and women who do not 
check thoroughly into the things we have been talking about so far in this 
discussion. In my opinion, the very fact that you are trying to evaluate your 
personal capacities and ambitions and to compare the opportunities afforded 
by various kinds of businesses and locations puts you in a class apart from 
that of most people who start businesses. So, assuming that you have the 
skills or techniques that are absolutely necessary for the day-to-day operations 
of your business, I would say that you have already increased your chances 
for success several fold. But in the final analysis your chances for the success¬ 
ful development of your business will depend on you and your managerial 
ability, particularly your capacity to inaugurate sound business policies and 
to carry them out. 

In this part we discuss six conditions relating to management and the 
making of policy decisions. We ask that you use these six as a check list 
against which to measure your present ideas regarding your role as manager 
of your business. 

Time for decisions . The making of sound policy decisions is without doubt 
the most difficult task in business. As a general premise it may be said that 
your ability to make such decisions increases in direct proportion to the con¬ 
structive time and energy you can devote to them. 
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One of the main deterrents to the growth of the average small business is 
that the owner fails to realize how much of his time will have to be devoted 
to considering, evaluating, and selecting policies. Invariably he becomes so 
involved in performing the daily operating tasks of the business that he has 
no time to contemplate and to study some of the long-range possibilities ot 

his business. . . , 

Planning for the most effective use of your time in the business is a jo ) 

that only you can do. When you are your own boss, no one can force you to 

plan and no one can compel you to reserve time and energy for this type of 

work. If you now realize how important it is for you to have time to devote 

to the formulation of policies and to what are frequently called the problems 

of top management, you will have placed another strong foundation stone 

under your business. 

Organization essential . The second managerial prerequisite to success is a 
crood organization, for without this you cannot be free to function effectively 
in your key position of top management. Your ability to build an effective 
organization will depend on your capacity to delegate responsibilities, to 
encourage initiative, to permit self-expression, and to create an atmosphere 
where in the eyes of all concerned the enterprise becomes “our business. 

The questions you need to ask yourself at this point are: Do I have the 
know-how for building an organization? Can I develop good human rela¬ 
tions in my business? 

Multiplying yourself. Third on the list of managerial skills essential for 
success I list the ability to multiply oneself. By this term I mean possessing 
both the willingness and the capacity for making known to all members of 
the organization the policies and decisions that have been made. 

Here is a very simple illustration of what I mean by multiplying yourself. 
The sales price you set on a piece of merchandise or a service to be rendered 
requires a decision. You, or someone to whom you delegate the responsi¬ 
bility, has to say such-and-such will sell for so much. Now if every piece of 
that same merchandise is marked with the price, if every clerk or salesman 
who has to sell the merchandise is told, preferably in writing, the price and 
special points about the price, then you and your decision have been multi- 

plied effectively. 

If all the decisions that you and your associates make relative to hours of 
work, the vacation and holiday schedules, overtime, etc., are reduced to writ¬ 
ing and made available to all, you have multiplied yourself and simplified 
vour personnel problems. Likewise if your decisions regarding the granting 
of credit, the delivery of goods, the cashing of checks, and the acceptance of 
returned merchandise have been reduced to writing, and the procedures for 
dealing with them clearly stated, you have multiplied yourself. 
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Failure to grasp the importance of multiplying oneself and to learn the 
techniques is another reason many businessmen fail to expand their busi¬ 
nesses. The block to progress and growth is the boss himself. How many 
times have you gone into a store, liked something you saw, tried to find the 
price on it, asked a clerk who did not know, and then finally found the 
“boss” who had to look it up in a little notebook that he kept tucked away 
in a littered drawer of his desk? 

Yours has to be the decision as to whether you are going to be a multiplier 
and help your business grow or be the indispensable man who makes all the 
decisions and makes them over and over again. The tools of multiplying are 
simple and readily available: manuals, price tags, instructions, directives, 
staff meetings, illustrations, and, as your business grows, slide films and 
movies. The determination to use them must be yours. 

Financial management. You have already been asked, in connection with 
your preparation for starting your business, to check yourself as to your 
ability in financial management. We are again bringing up the question, hut 
this time with particular reference to the role of financial management in the 
successful expansion of your business. We are emphasizing this point because 
the importance of the know-how to successful financial management is not 
understood or appreciated by the majority of men starting in business. 

There are many definitions and interpretations of the term “financial 
management,” but in this section I refer to ability in financial management 
as the ability to obtain control of the other man’s money and resources and 
to use them effectively. It means much more than keeping an accurate set of 
books, or paying your bills promptly, desirable as these may be. 

Perhaps you do not like the expression “use the other man’s money.” 
Perhaps it implies sharp practices or even dishonesty. Or perhaps you are 
like so many smaller businessmen who say that they never want to go into 
debt. If so, all right; but your chances of heading up a growing dynamic 
business are considerably reduced and your chances for survival lessened. 

Here is why: 

Businesses get money for growth from two sources: earnings and investors. 
Taxes, particularly the Federal income tax, reduce considerably the amount 
of earnings that can be retained for expansion purposes. The ploughing 
back of profits, one of the methods by which many businesses grew from 
small companies to large corporations, does not provide an adequate method 
for meeting the growth requirements of smaller companies which frequently 
find that they must expand or lose out competitively. It is even doubtful 
that granting special tax exemptions on the earnings of smaller companies 
would solve the problems of financial management associated with growth. 

This means that, more than ever, expanding businesses must depend on 
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investors as the source of funds for growth. It is particularly true in those 
instances where mass advertising and the public’s acceptance of the product 
or service create almost overnight a sudden and heavy demand. This creates 
a sort of business vacuum into which will flow money and resources. 

If your business is of this type, you will not be able to stop the flow o 
money and resources from investors. The question will be whether you have 
the ability in financial management to induce people to place their money 
and resources at your command rather than to start competing companies 

which may soon dominate the market you have developed. 

This problem is intensified by the fact that savings of individuals and 
corporations are at an all-time high (estimated at $250,000,000,000 to 
$350,000,000,000 by various authorities). Interest rates are low, and t e 
owners of a considerable portion of these savings arc continually looking for 

better or more remunerative places for them. 

On the other hand, the superabundance of funds means that the skill u 

manager has innumerable sources of money to tap. It should never be for¬ 
gotten that using the other man’s money is synonymous with providing him 
with an opportunity for investment or speculation; also that to the extent 
that your use of his money is based on sound judgment, effective business 
policies, and honesty, an investment in your enterprise will be desirable from 
his point of view. If you have the ability to understand and appreciate that 
borrowing (or creating a need for more capital) and investing are two sides 
of the same coin, it is one of the signs that you know the importance of 


financial management. 

Management tools. The fifth factor that will enhance your chances ol 
success is your understanding, appreciation, and use of the tools of manage¬ 
ment. These tools for planning the operations of a business and for con¬ 
trolling those operations have increased both in numbers and accuracy dur¬ 
ing the past few years. By tools of management we mean not so much the 
mechanical devices and equipment that have been developed and improved 
but the accounting systems, budgetary methods, stock and inventory controls, 
production controls and cost accounting, and statistical methods that are 
now available to businesses of all sizes. Today, the business owner has no 
valid excuse for not knowing at all times the exact condition of his business. 
In many progressive, well-managed businesses the men and women respon¬ 
sible for the top-level decisions know at the start of each workday morning 
just how things stood at the close of the previous business day. Are you 

satisfied that you are qualified in this area? 

Customers and competition. The customer is the real imponderable in 
business. You might almost call him the great unknown. Psychologists 
have studied the reaction habits of consumers. They know quite accurately 
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the colors, and the words, and other factors that encourage people to buy. 
They have taught advertisers a great deal concerning the instinctive and 
conditioned reactions of human beings. All this has tended to make selling 
and advertising more “scientific,” but the fact still remains that people are 
individuals, and no two human minds work exactly the same at all times. 
This, plus the increasing keenness in competition, is the reason why top 
management in the larger corporations is more and more actively concerned 
with customers. It is likewise the reason why it is so important that you build 
the type of organization and use the techniques of planning and controlling 
which will leave you free to work on the customer problem. 

When you talk about customer relations, selling, and advertising, the ques¬ 
tion always comes up: What about competition? 

You will have plenty of competition. And if you do not, you had better 
find out in a hurry just why it is absent. The question is not one of competi¬ 
tion, but of the type of competition that you will encounter. 

When discussing locations and sites (or spots) for businesses, potential 
business owners often say that they are picking particular places because 
there is little competition. What they all seem to want is a nice little 
monopoly, although they are not thinking in those exact terms. To get them 
thinking straight about competition, I frequently ask them where they go 
fishing. When they tell me, I ask if other people fish there also. If it is 
a popular spot, I ask them why they do not go to some other spot where 
there are no other fishermen—and usually no fish. So it is with competition. 

It is not the number of competitors, but the number of actual and poten¬ 
tial customers in relation to the number and size of your actual and potential 
competitors that you should study. If your business is based upon rendering 
a real service, if it is well planned, and if its policies are consistent with the 
desires of reasonable customers, you should never find yourself in an unfavor¬ 
able competitive position, provided you are not the victim of unfair or con¬ 
cealed competition or monopolistic practices by other businessmen. 

Unfair methods of competition vary considerably in their frequency and 
intensity among the different types of businesses. Some industries are prac¬ 
tically free from them; others are continually plagued. On the whole, the 
American business system is conducted on relatively high standards of con¬ 
duct. You, undoubtedly, have sought to avoid, in your choosing, those busi¬ 
nesses where unfair methods seem to be prevalent. But if you do encounter 
what you consider to be unfair methods, you can get advice and assistance 
from many different agencies. Locally there are usually Better Business 
Bureaus, Fair Trade Committees in Chambers of Commerce, and neighbor¬ 
hood business groups that are working on this problem. A number of states 
have boards or commissions that will assist you. The following Federal 
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agencies and offices are interested in various aspects of the problem of unfair 
methods of competition, particularly as they affect the small businessman: 
the Federal Trade Commission, the Department of Commerce, Senate Su 
Committee on Small Business, and the House of Representatives Select Com¬ 
mittee on Small Business. . 

Competition that is concealed is harder for you to deal with. In connec¬ 
tion with financial management I have already mentioned the competitive 
threat from the large amounts of savings in the hands of potential business¬ 
men. Actually, when competition is concealed, it means that the business¬ 
men engaged in the practice arc trying to eliminate competition as far as they 
are concerned. If they are powerful enough to create a monopoly or even to 
concentrate control in a few large companies so that your access to raw 
materials, goods, services, or markets is restricted and your competitors 
favored, then you are definitely up against an impossible competitive position 

and need to turn to the government for assistance. 

Another type of competition that is extremely hard to meet exists when a 

„roup of businessmen operate one business on a breakeven or loss basis solely 

u, provide them with the opportunity to carry on a second and very I'ro/il- 

„blc enterprise. There is nothing illegal about this method of operating, 

but if you arc in competition with their breakeven business, you may find it 

very tough going. Let me illustrate: 

The consumer-credit or small-loan business has been very profitable. I he 
big problem and cost in this type of business is getting the loan accounts 
“on the books.” People will borrow money for many reasons: to pay 
hospital bills, take trips, etc. But some businessmen believe that the best way 
to get people to borrow is to sell them something in return for a small down 
payment and a promise to pay at terms that arc very favorable to the busi¬ 
nessman. They arc willing to split even on the sale of merchandise, and 
make their profit on the financing charges. If you have to make your profits 
solely from the sale of the same type of merchandise, your chances for suc¬ 
cessfully competing with them and staying in business arc considerably 

lessened. . . 

The larger the business you arc planning to start, the more important it 

becomes that the six conditions discussed in this section be understood by 

the owner-managers and provided for. 

In launching a full-blown business of medium or large size—that is, one 
employing 250 or more workers—all the problems of a new business are 
intensified. However, such businesses are usually undertaken only by experi¬ 
enced men who thoroughly understand the importance ol the six conditions. 
Many of the most successful launchings of such enterprises have been 
directed by large, experienced, and successful companies either as subsidiaries 
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or as seini-indcpendcnt companies. This is particularly true in industries 
where the investment in the plant, machinery, and equipment is heavy and 
where a relatively large volume of production is needed in order to compete 
effectively from the start. 

The production of men’s work clothes as compared with that of women’s 
sport clothes in the garment industry provides a good example. Men’s over¬ 
alls and work shirts are so closely priced that a plant must be able to produce 
several hundred dozen garments per day and operate at near-full production 
every day if it is to make a profit. Women’s sportswear, on the other hand, 
in which style and design are the important factors, can be produced with a 
profit in relatively small factories. As a result, most new factories for work 
clothes started during the past 15 years have been branch plants of large 
established operators, who were able to provide production and marketing 
know-how right from the start. On the other hand, in the women’s sports¬ 
wear industry hundreds of small independent companies have been started. 
Quite a few, despite the inexperience of their founders and their limited 
original resources, have developed into profitable enterprises. 

The financial problems of a new business tend to be intensified when you 
start a business in an industry such as men’s work clothes. Operating 
expenses can consume working capital very rapidly during the initial period, 
and if it is ever reduced to the point where the company is unable to avail 
itself of every possible financial gain such as the discounting of accounts 
payable, the chances of successful operations and survival are virtually ended. 

To summarize: Your chances of success to a large extent depend upon 
your managerial ability. If your chances of success are to be well above the 
average, you must be able to subscribe honestly and fully to the follow¬ 
ing: 


I believe I will succeed because I understand how to— 

Provide time for me and my associates to make sound policy decisions. 

Organize my responsibilities and those I delegate so that I can function 
effectively as the top manager of my business. 

Multiply myself by the use of proved techniques so that my associates 
can carry out my decisions efficiently. 

Use my own and investors’ funds to expand my business operations as 
the growth and success of my enterprise necessitate. 

Use such tools of management as accounting systems, budgetary 
methods, stock and inventory controls, production controls, cost 
accounting and statistical methods; and to make top-level decisions 
based on the facts provided by these tools. 

Develop sound customer relations in the competitive situations existing 
m American business today. 
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6. Should I start my business now? 

Most questioners have the booms and busts of the business cycle in mind 
when they ask this question. They have decided on the type of business and 
the location, and they feel that the situation within the industry or trade is 
favorable. But, they say, what about business conditions in general? Are we 
likely to have another depression? Are we likely to have inflation? 

When you reach this question, you are right down to the point of paying 
out your money and assuming many financial obligations. You have passed 
through the thinking and planning phase and are entering that of action. 

The fluctuations of the business cycle have, in the past at least, been the 
hazards or risks of business ownership most difficult to deal with. In fact it 
is doubtful if there is any adequate method by which the individual can 
protect his business against them. The ordinary methods of risk shifting by 
insurance or hedging are not applicable, nor can one truthfully say that 
efficient management contains the answer. American business provides too 
many case histories of well-managed businesses that were forced to close their 
doors by causes beyond their control. There was nothing their manage¬ 
ments could have done that would have saved them. 

Generalizations as to the desirability of any time being the time to start a 
business or not to start a business are dangerous. So much depends on you 
and the kind of business. Even the normally sound advice of “Don’t start a 
business at the top of a boom!” does not hold true in all cases. Sometimes 
it is only during booms that you can get the customers and financial support 

needed to justify your starting the business. 

Basically it is the rapidly changing value of money during the various 
phases of the cycle that causes the trouble. Many business transactions and 
contracts require businessmen to make “dollar commitments that is, to 
agree to make payments in fixed amounts of dollars regardless of the value 
of the dollar in terms of other commodities and labor. When prices drop 
drastically in a depression, these dollar commitments can take such an 
unduly high percentage of business income that heavy losses and failures are 

inevitable. This was the situation in the early 1930’s. 

As a result of these experiences, businessmen try to avoid fixed commit¬ 
ments and seek to make contracts in which the number of dollars to be paid 
during any period can be adjusted to meet the changed conditions. Real- 
estate leases that call for monthly or yearly rentals figured as given per¬ 
centages of net sales are examples of this type of contract. In the same 
category are salary and wage contracts, long-term purchase agreements that 
contain clauses to keep these fixed expenses in reasonable ratio to income 
during any future periods of national depression. Frankly, because yours 
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will be a new business, it is doubtful that you will be able to obtain this type 
of “depression relief” clause in most of the longer term contracts you have 
to enter into in starting your business. But the more you can, the more 
you shift the risks of the fluctuations of the business cycle. 

Their experiences during the past depressions have convinced many people 
—including a large number of businessmen—that it is impossible for the 
majority of individuals to cope with the forces of uncontrolled economic 
fluctuations. This belief has led to the demand that the Federal government 
act to prevent violent ups and downs and to produce a relatively stable but 
expanding economy, one in which both the fear of depressions and that of 
inflation are reduced to the minimum. 

Whether violent fluctuations in the business cycle can be eliminated by 
governmental policies and actions remains to be seen. Much appears to have 
been learned during the past 20 years of the fiscal policies and monetary 
controls which seem to ensure against violent downswings. But the effective¬ 
ness of governmental controls against booms—particularly inflationary booms 
—is not so clear. 

The answer to your question is further complicated by the fact that any 
attempts at the control of the business cycle become involved in national 
politics. To some people government actions affecting business inevitably 
produces statism, the welfare state, or socialism; all of which, according to 
them, would mean the end of the present American business system. To 
others, government actions including those taken to prevent or lessen the 
fluctuations of the business cycle are steps that must be taken if we are to 
preserve the system. Regardless of the correctness of either point of view, it 
cannot be doubted that the American people believe in action by the Federal 
government when their economic well-being and interests are at stake and 
that no political party will remain long in office if it permits uncontrolled 
fluctuations in the business cycle and the value of money. 

I am not sure that from your point of view as a potential business owner 
seeking the answer to the question, “Is now the time?” this discussion of the 
business cycle is specific enough. The question has to remain unanswered, 
for no honest answer is possible. However, this discussion of your question 
will have served its purpose if it has caused you once more to stop, read, and 
check: 

Am I certain that I really want to be a business owner? 

Am I prepared for business ownership? 

Have I selected the business with the greatest possibility? 

Have I selected the right community? 

Do I have the essentials for success? 

Is now the time? 
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7. A check list . . . 

When you are thinking about starting a business or joining with a group 

to set up a partnership or corporation, you need to consider hundreds of 

things- you are about to make an important decision. Careful thought in 

advance will prevent many mistakes and will go far in assuring the success 

of your venture. . 

The following check list will suggest some of the questions which you wi 

want to ponder seriously and investigate carefully. As you read them, you 

will note that they probe into personal attitudes, basic policies, and business 

philosophies rather than the details of getting a factory ready for production 

or a store ready to open its doors to customers. These details are dealt with 

in various sections. You should consider this list only a starter a 

stimulator of your thinking. It will help you most if you will not only go 

through it question by question but also add questions that have occuncd 

to you while reading and discussing this section. 

7 A check or notation 

in this column will 

show you have con- 

• v f _f. 1 . i 


Personal attitudes toward business 

Do you feel that you have a clear-cut picture in 
your mind regarding the possibilities and hazards 

of business ownership? 

Have you checked the records of success and failure 
in business? 

Do you have a definite personal objective in starting 
a business? Is it psychologically sound? That is, 
do you sec in business an opportunity for service, 
or are you just using it as a means of escaping 
from an existing unpleasant situation or job? 

Do you consider that business ownership assures you 

security? . 

How do your present earnings compare with the in¬ 
comes of men in the type and size of business you 

plan to start? 

Can you stand the emotional and financial strain of 
an irregular income? (Relatively few new busi¬ 
nesses arc able to pay their owners steady in¬ 
comes.) 

Does your wife understand that your income may 
be very irregular? Does your family? 

Have you sought to participate in the ownership of 
the business where you arc now employed? 
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A check or notation 
in this column will 
show you have con¬ 
sidered each point 

Have you analyzed carefully your reasons for want¬ 
ing to start a business? Do you think they are 

reasons that increase your chances for success? _ 

What problems of other people will your business 

solve? __ 

Do you think your personal attitude toward business 
is such that people will want to be in your em¬ 
ploy? __ 

Have you and your associates-to-be discussed the 
problems of business ownership? Do your atti¬ 
tudes and objectives seem to be compatible? 

(There are few human relationships, except those 
of husband and wife, in which mutually deter¬ 
mined objectives are more important than those 
existing among owners of smaller business organ¬ 
izations.) __ 

Personal qualifications 

Do you possess the professional or technical skills 
needed in your business? If not, can you hire 

them? ___ 

Do you believe that you can meet all the problems 

of financing the business? -__ 

Have you tried to foresee the problems—particu¬ 
larly the financial problems—you may experience 

if your business starts to grow rapidly? - 

Do you consider that you have had sufficient experi¬ 
ence and training in human relations? -- 

Do you believe that you have the capacity to build 

an efficient organization? - 

Have you ever supervised people? Have you ever 
conducted training programs? Have you ever 

hired people? -- 

Do you rate your experiences as being those that 
would best qualify you to start and operate your 
type of business? Do you really know the best 

managerial policies and methods? - 

Are you thoroughly satisfied with the qualifications 

and personal attributes of your partners-to-be? ____ 
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in this column will 
show you have con¬ 
sidered each point 


Have you discussed and agreed upon with your 
partners the major objectives and policies of the 

business? 

Do you understand the techniques of getting youi 
policies and decisions over to your employees and 
associates? That is, do you know how to multiply 

Do you consider yourself adequately skilled in the 
use of the tools of management? Do you under¬ 
stand accounting, budgeting, purchase and pro¬ 
duction controls, and statistical methods? 

Have you checked carefully into the type of com¬ 
petition you will encounter? Do you feel that you 
have the ability to compete effectively? 

Do you appreciate the need for your having time 
for the study of your business problems and the 
making of policy decisions? 

The business and location 

Have you compared the possibilities of your pro¬ 
posed business with others you are qualified to 

start ^ 

Have you carefully analyzed the needs of the com¬ 
munity for your business? 

What problems of consumers or other businessmen 
will your company solve? 

Is the demand for your type or kind of business on 
the increase? 

Have you checked carefully to determine that you 
will like to serve the types of customers who will 
normally patronize your kind of business? 

Have you and your partners-to-be discussed the 
project with businessmen and others qualified to 

advise you? 

If your employees will be union members, have you 
discussed your ideas with local union officials? 
Have you considered the growth possibilities or 
limitations of your business-to-be? 

Arc you satisfied you have picked the best location 
for your business? 
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A check or notation 
in this column will 
show you have con¬ 
sidered each point 

Have you considered all the major economic factors 
of the communitv. or are you selecting strictly for 

personal reasons? - 

Have you checked carefully the local ordinances 

and regulations? ____ 

Are you satisfied that you have selected a progres¬ 
sive community? Is it efficiently managed? Is it 
new-business-minded? Does it encourage the new¬ 
comer? _ 

Does your community have a sound economic base? 

Are its industries diversified? Are its natural re¬ 
sources long lasting? Is farming diversified or is 

it confined to one or two crops? --—. 

Have you checked carefully general trends in locat¬ 
ing your type of business? Is the industry shifting 

geographically? --- 

Are you satisfied that now is the time to start your 

business? _ 

Are you satisfied that the costs of starting now are 
not so high that you would be at a disadvantage 

with your competitors? - 

Have you taken any precautionary measures against 

a drastic decline in business activities and prices?-- 

Have you investigated thoroughly all the various 
types of competition that exist for your type of 

business? - 
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HOW TO BUY AND SELL A BUSINESS 

HOW TO BUY A BUSINESS 

1. Get a great deal of Information through your CPA 

An intelligent buyer uses his CPA to get a great deal of information. 
Certainly he seeks an independent audit of the seller’s earnings and balance 
sheet. Beyond that, he might want this: 

How do the seller’s figures compare with those in the seller’s industry—or 
the buyer’s ratios, if he is in the same business? 

What will happen to the seller’s profits when the buyer takes over the 
business, if he is in the same industry? (Base this study on the buyer’s 
overheads, wage rates, and other cost ratios.) 

Plow do the seller’s sales prices compare with those of competitors? What 
will be the effect of adjusting them to competing levels? Does the 
seller really get his published sales price, or are there a lot of special 
deals, rebates, or allowances that cut the price? 

How do the seller’s sales prices and sales terms compare with those 
charged by the buyer, if he is in the same business? 

What is the organization chart of the seller and what is each executive’s 
pay, age, and length of service? 

How good is the accounting system? Does it develop accounting pro¬ 
cedures that will give information to all executives swiftly, continuously, 
and accurately? Is the cost of operating it reasonable, or is there too 
much duplication, red tape, and accumulation of useless data? Does 
it furnish comparisons to executives which accomplish business objec¬ 
tives? Most important, does it aid an efficient sales policy by clearly 
showing the more profitable products, territories, and dealers or lines? 

How good is the cost system? Does it furnish an accurate cost of jobs, 
parts, articles and assemblies? Or does it compare present costs with 
previous experiences or standards? Does it completely analyze the 
operating efficiency by furnishing regular comparative data, detecting 
quickly any unjustified increase in elements of cost? Is it cheap te. 
operate or full of red tape? Does it show up excessive wastes, spoilage? 
or bad production? 

How good are the budgets? Are they used to coordinate all activities of 
the business, to ensure considered planning before acting, to give man¬ 
agement a yardstick with which to check results against expectations, 

199 



Sec. 6 


HOW TO BUY AND SELL A BUSINESS 


to make the most effective use of resources with minimum costs, to 
reduce waste, to fix responsibility, to restrain unwise expansion, and to 
establish proper relations between income and expense? Docs experi¬ 
ence show they are used when actual results arc checked periodically 
(to concentrate on the weak spots showing need of attention)? 

How much employee plundering exists? What about the cashiers, mail 
openers, salespeople, credit men, collectors, purchasing agents, store¬ 
room clerks, and receiving people? Is the internal system good enough 
to catch their frauds, kickbacks, and collusions? 

How much personal expense is charged or absorbed by the business? How 
good, for example, is the control of salesmen’s costs? Is there a policy 
about what is to be paid, and then a rigid audit of expense reports 

against call reports and reasonable expenses for the trip? 

Is there a control of paper work and business forms? Does it seek what is 
essential, what can be cut out, what is duplicating other effort, what 
use is made of the copies prepared, whether there are unnecessary frills, 
what combination of forms can be made, whether more copies can be 
made at one time, whether copies are necessary, what writing can be 
eliminated by checking or crossing boxes? Are forms studied to see 
if they are wasting more time to keep than the record is worth? 

Is there an equipment record for insurance and to tell the buyer what it 
costs to maintain various types of machinery? Docs it show manufac¬ 
turer, serial number, model, cost, date of purchase, location? More 
important, is there a record of maintenance costs, dates of inspections, 

and repairs? 

Is insurance adequate? What precaution is taken to have it written at the 

lowest possible cost for needed coverage? 

How good is the credit checking? Is there a sound policy, rigidly adhered 
to by all employees? Are losses reasonable, or is there too much specula¬ 
tion? Or are losses due to harsh handling of customers? Has the seller’s 

internal system speeded up collection? 

How expensive has the financing system been, particularly when sources 

other than a bank were used? 

Is turnover of inventory reasonable? Is inventory timely and modern? Is 
it standardized and simplified as much as possible? 

How good is the purchasing? Docs the system get competitive bids? If 
the buyer is in the same industry, how do the prices and terms compare 

with those he gets? 

How good has tax management been? Has it taken every permissible 
advantage? Are there errors the buyer can correct—to his advantage— 
if he buys? 

All these are vital to your study of the business. They tell you what you 
can do to reorganize it if you take over. They may tell you, too, how much 
bad management, theft, waste, and spoilage have helped to lessen profits. 
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You should always audit the seller's balance sheet and operating state¬ 
ments. 

Get a competent accounting firm that knows the business to do that. Or at 
least get a CPA who knows the business to guide your own CPA. Why? 
Those who do not know an industry may not catch a lot of seller s tricks in 

Building up fictitious sales 

Paying expenses out of his own pocket or out of another business. (CPA s 
serving a lot of firms in an industry will know what costs should be) 

Making all sorts of private deals with salesmen, suppliers, and even cus¬ 
tomers—deals that distort operating figures 

Padding a balance sheet 

A lot of other devices used by crooked sellers to build up a property 
before a sale 

Ask for sufficient detail to uncover the weak spots usually obscured by 
generalities and broad classifications. 

Be sure the CPA gives you comparisons with profit-and-loss and opciating 
statements of several preceding periods. ^ ou want to discover trends to 
determine the causes for the operating changes. Be sure, too, that youi CPA 
compares the seller’s figures with the following (many are readily available) : 

Industry statistics of income, expenses, and profits 

Wage rates in the industry 

Balance sheets of comparable companies 

Industry turnovers and other important ratios 

Remember that many essential facts do not customarily appear on the 
seller’s financial statements. Your CPA’s job is to 

Find out what purchase commitments the seller has—both at or above the 
market prices. You want to know what you must take over 

Discover all claims that affect your future. Lots of them may be contin- 
gent, or not on the books 

List all the restrictive or indiscreet contractual obligations. That might 
include: restrictions against sale in certain areas or certain articles; 
restrictions imposed by contracts with unions, competitors, etc.; ong- 
term leases based on sales or purchase contracts at high prices; long- 
term sales contracts at too low a price; etc. 


When you get your CPA’s report, ask him to discuss it thoroughly with you. 
Here is the sort of thing to look for on the balance sheet study. 

All that is labeled “cash” is not always usable. Inquire if “cash items 
such as i.o.u.’s, payroll advances, and loans to officers and employees are 
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included in what is represented as “cash on hand.” Is the money on deposit 
with a bank that also carries an outstanding loan of the business? Is it 
encumbered to the extent of that loan? How much of the available cash is 
earmarked for more or less immediate payment of wages, dividends, bonuses, 
loans coming due, and purchase commitments or expansion programs? Is 
the cash really available or is it held by subsidiaries, affiliates, trustees, or 

agents? While you arc at it— 

See if the cash position is adequate for your anticipated business require¬ 
ments . 

Check on unusually large cash balances to see if they are indications of 

inefficient use of capital 

Study the accounts receivable to sec what they arc worth. First ask your 
CPA to state them by age groups. Then compare them with what the 
seller publishes as his credit terms. What portion of the receivables arc 
good? Which can be counted on for payment when due? Which arc bad? 
Which accounts are past due? Why? Have the auditors checked to find 
the accounts sold or assigned? Did they eliminate accounts for goods shipped 
on memo or consignment? These arc not proper receivables. What about 
goods shipped to branches? They should be shown as inventory, rather than 
as a receivable from the branch. Find, for several periods, the ratio of sales 
to accounts receivable. An increasing return may reflect a favorable business 

trend. 

Inquire, as to notes receivable, what portion is fully negotiable and what 
portion is restricted. What notes arc worthless? Is the practice to hold notes 
until maturity? Or is it to discount or sell them? With notes discounted 
or pledged, ask what the pledger’s contingent liability amounts to, because of 
indorsements or other forms of guaranties. Are notes from officers and 
employees clearly shown separately? Arc any notes for unpaid stock subscrip¬ 
tions? Is the presence of notes receivable usual in the business? Or is it 
indicative of laxncss in collecting, or indicative of bad accounts? Are trade 
acceptances segregated from notes? 

You need a lot of study of inventories with your CPA. Have they been 
kept under control by accurate stock records? Do they guard against includ¬ 
ing goods received on consignment? Are slow-moving, obsolete, or shopworn 
items eliminated? Have all been billed and paid or included in the accounts 
payable? Have all that were sold or billed, but retained for customer dis¬ 
position, been omitted from inventory? Are any pledged or encumbered? 
Here are some common problems: 

Merchandise in hands of a processor. These are inventoried by owner 
when goods are to be returned in kind, for example, goods to he dyed. 
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But when a new product is to be returned, for example, refined copper 
for ore, or flour for wheat, these are not inventoried 
Goods under contract of sale but not yet segregated and applied to the 
contract. These are included in the inventory of the seller. Exclude 
them from inventory of the buyer 

Goods under a noncancellable contract of sale, segregated and applied to 
the contract. Only the buyer includes these in his inventory 
Merchandise, title to which has passed to the buyer. You exclude this 
from seller’s inventory. Include in buyer’s inventory even if goods are 
in transit or buyer does not have physical possession 
Goods, including shipping charges, sent c.o.d. You ordinarily include them 
in the inventory of the seller until payment and delivery are made 
Goods shipped on approval. You include them in the seller’s inventory 
until they are accepted 

Sale by sample, subject to inspection and rejection within a given time. 

Usually included in inventory of seller 
Goods rejected because of defects. Usually included in inventory of seller 
Goods sold and found unsuitable by buyer, and then resold to him in the 
following year with concessions from the original price. You exclude 
these from seller’s inventory from the first year when originally sold 

How were the inventories valued? Many methods do not value an inven¬ 
tory at present market prices. You need to know the difference. And you 
should estimate the liquidity of the inventory in view of business conditions, 
seasonal selling, and many other factors. 

Talk valuation with your CPA. You can easily be misled by inventories 
valued at cost (rather than the lower of cost or market) or at retail values 
(when full markdowns to reflect current sales condition are not recorded). 
Problems can also come if the seller has used a last-in-first-out or a first-in¬ 
last-out method, or any one of a dozen other normally acceptable schemes. 
No matter what the seller has done, your CPA must tell you if the price 
used is no higher than the present market price, less the cost of selling 
and distributing. Then, in order to understand an inventory, do at least 
this: 

Compute the significant industry ratios: turnover, inventories to current 
assets, to total assets, to sales, to receivables, and to purchases 
Compare these to the corresponding ones of prior periods; get the reasons 
for any considerable variation 

Make comparisons with averages for successful firms in the industry 

Don’t assume all investments are cash. Go over the detailed schedule of 
the investments and their current market values with your CPA. If the 
securities are not quoted in the local exchanges, you will probably have to 
discount their value. And they should not be shown as current assets. Segre- 
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gate investments in subsidiary or affiliated companies. These are " ot current 
assets no matter bow marketable. The intent is probably not to market, but 
rather to hold for control. You cannot include a company s own shares . 
its current assets. While you arc at it, do this, too: 

Examine the investments to sec if they are speculative 
Check current yield on cost and on market values 
Arc any pledged? Find why they have been held 

Calculate the ratio of investments to total working capita . 

Determine if funds are tied up when they should be put to use in the busi¬ 
ness, rather than in someone clsc’s business 

Is the investment in real estate, furniture, fixtures, and plant equipment 
proportionate to the size of the business? Are fixed assets kept >n good 
serviceable condition through adequate repa.rs and maintenance. Are - 
paid taxes or assessments shown in the statement? If there were recen 
improvements, are there any mechanics’ liens? How much are the a.s 
really worth? Your CPA can tell you this much: 

Their cost less fair rates of depreciation 
Their age—by classes 
How much they arc insured for 
The local assessed value 

Any record of recent appraisals by the seller 

Any government appraisals to find a basis for ratios or deprecation 

But that does show value to you in a going business— or value for a disposal 
by you if you buy them. Use competent appraisers to get that. 

Be cautious, too, in valuing patents, goodwill, franchises, rights trade - 
marks, etc. Their real worth is only in their future earning power. That may 

have no relation to the cost or book value. 

In your study of mortgage indebtedness ask your CPA whether the mor - 

gagor is “on the bond” and has “personal” liability to pay. If not, only t e 

encumbered property can be looked to for liquidation of the debt. Study the 

release clauses, contingent modifications, and, of course, date of maturity, 

interest rate, and amortization provisions. They tell you what you arc 

assuming. Ask how outstanding bond issues are secured. Some may mort- 

gage future income. 

Get all the facts about these agreements creating debts. They inform you 
of the income you may have to put aside or pay out, your sinking-fund 
provisions, and possibly any conversion privileges. Often these make a sizable 
dent with what the seller ofTers as your equity in property purchased. 

Your CPA will be cautious of “contingent” liabilities. You should study 
them with him. Some will become actual debts when the contingency occurs. 
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Often you will find these are not adequately disclosed in the seller’s financial 
statement: 

Indorsements or guaranties of obligations of others perhaps negotiable 
instruments sold or discounted 

Damage claims and lawsuits, often not recorded on the books until ad¬ 
judicated 

Liability on a mortgage bond—where the mortgaged property has been 

sold to others subject to the mortgage 
Indiscreet contracts with salesmen or suppliers or for bad leases which 

will make high costs after your purchase 
Severance or vacation pay, or employee-retirement agreements not 
recorded—or possibly bonus agreements with executives 
Tax disputes on which interest is piling up 
Rebates due customers 

This part of your CPA’s audit requires full knowledge of the seller’s indus¬ 
try. He must bring you the full history of contracts and commitments to 
customers, suppliers, employees, and creditors. From that you can judge 
whether the burden you assume is worth while. 

2. Get a great deal of information through your lawyer 

You need competent counsel to check a good many points. You can help 
his work considerably with your notes, or the CPA s notes, as he studies the 
seller. Here is the sort of thing you want to know: 

Has the seller good title? As to real property, there should be a check to 
see if there are mortgages, liens, judgments, easements, water rig ts, 
restrictive covenants, unpaid taxes, assessments, pending actions, 01 
‘ other encumbrances on the property. As to personal property, there 
should be a check to see if any items are sold, or if there are chattel 
mortgages, conditional bills of sale, or other evidences of lack of full title 
All the terms and conditions of leases. Has the seller the right to assign 
or sublease? Are there renewal provisions or an option to buy. 

What are the patent arrangements and registration of patents, trade¬ 
marks, formulas, and copyrights? And what about franchises and their 

transferability? , ... 

What about zoning restrictions—particularly those which may come into 

effect for the first time with change of owner? Is the area restricted to 

residences or as to any type of building material? 

What are other restrictions on the property? Counsel must check possible 
public use of property for a street, alley, highway, etc.; renting regula¬ 
tions; smoke-nuisance legislation; other building regulations-sprmklers, 
fire escapes, roofs, and sidewalks; whether you ave t e rig t o way 
over someone else’s land to get to your property; rights to oil, gas, 
minerals, and timber and quarrying rights 
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Are there local labor restrictions and local health laws, such as workmen’s 

compensation law liabilities; local health and inspection laws? 

What of local laws that may force you to have a license to start business 
restrict your hours of business, restrict your place of business, control 

vour prices and methods of selling? f 

What about local regulations and your sales methods. Do any favor a 
competitor’s product, restrict classes of merchandise that may be sold, 

prohibit you from acting as a wholesaler-retailer or some other com¬ 
bination. not permit your proposed type of distribution (for exai p , 
canvassing, itinerant vending, peddling, vending-machine or other 
mobile merchandising), make chain-store or supermarket operation d.ffi- 

cult? 


3. Study the internal operation of the business 

The price you can pay must be based upon what you can cam from the 

S ' *AU- im portant, therefore, is a careful check of how the seller has functioned. 

One study is always advisable. See if you can really find what prompts 
the seller to make the deal. Buying a going business has many advantages. 
One reason for buying is that you can get a bargain. For example, tax 
considerations for the seller or buyer often give unusual opportunities. 

Buying a going business also may give you the benefit of the knowledge 
and experience of the seller. You get customers—a certain volume can be 

accurately predicted. To that extent the risk is reduced. 

Stepping into a going business can give you benefit of a running start. 

But all these benefits may be ofTset by disadvantages: 

It may be that sufficient business (warranting the price you must pay) can- 

not be developed regardless of your ability , 

Buying a going business may result in saddling you with your predecessor 
mistakes. Only your study of this will tell you whether you can make 

a fair profit < , 

You do inherit certain customers—but potential customers may avc 

formed a habit of not trading with the seller. It may take too muc 

investment to get them acquainted with your new management 

All-important, therefore, is this: Can you make enough out of the busi¬ 
ness to get a fair return on your investment? 

Seek here: Can you do the job as well as or better than he? Can you make 

as much or more money out of the business? 

Where do you get this information? All-important is the report of a CPA 
who knows the seller’s industry, and your lawyer’s analysis. What they should 
tell you is covered elsewhere. But you have many other sources: the sellers 
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banks, his customers, and suppliers, plus your own careful check of all he has 
been doing. 

Out of this kind of a review, you begin to ask yourself a lot of questions: 
What about the seller’s organization and his costs? Will you make a funda¬ 
mental change in the business? Does it need a major replanning to correct 
high costs? Does it need new management? Can you provide that? Or 
can you engage key personnel to furnish new impetus to its important 
income-producing elements? 

What about moving the business to another location to secure a better 
economic environment? Will moving— 

Get you closer to customers, markets, sources of capital, credit, supplies, 
abundance of labor, cheaper labor, less unionization, less labor dissatis¬ 
faction, greater employee productivity, adequate employee transporta¬ 
tion? 

Make certain of power or water supplies? 

Get added prestige or advertising value? 

Get less restriction on sales in regulatory legislation, less price control, 
or less local inspection? 

One essential is in a study of facilities. Can you make more money with 
new equipment? You can, if it will give you lower costs after deducting 
interest, maintenance, and depreciation cost. 

Checks here also should consider idle plant capacity. Perhaps you can 
dispose of these plants. 


* * * 

What about working capital? Has a lack of it hindered sales expansion? 
Can you furnish what is needed? Or can you get it by a fundamental change 
in financial policy, such as— 

Abandoning the policy of selling wholly for cash and selling exclusively 
on long-term credit, or vice versa 

Arranging factor sales 

Converting retail business from a credit and catch-and-collect system to a 
vigorous cash-and-carry, cut-rate business 

Converting privately owned business into a “mutualized” or “cooperative¬ 
like” business, by making your customers profit-sharers, investors, and, 
in a measure, coowners 

Having merchandise suppliers finance the business by means of cash, long¬ 
term-credit, profit-sharing arrangements, or use of the consignment 
system 

* * * 
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Can you improve the production methods? Perhaps radically different or 
new manufacturing processes can he used, or maybe you can substantially 
alter the techniques or create a vastly different sequence of manufacture to 
achieve product improvement. What about these steps? 

Can you adopt better control of wastes, spoilages, and sale of by-products? 

Can you introduce raw-material changes (plastics for metals, etc.)? 

Are machinery changes needed—to make possible specialization of labor, 
use of unskilled labor for skilled labor, or less labor? 

What about adoption of modern planning, scheduling, or routing tech¬ 
niques? They help cut wastes 

Can you use an incentive payroll system or profit-sharing plan if it will 
get more productivity of labor? That often gives increased efficiency, 
less deadwood, less labor turnover, less spoilage, and greater employee 

loyalty and effort 

What about better health and accident-prevention facilities? Medical 
care, better heating, ventilation, illumination, sanitation, fire prevention, 
and similar protection often reduce turnover and absences 

Should parts or assemblies formerly farmed out to others be made by you 
or parts made by you be contracted out to others? 

Can you establish more effective personnel training systems for workers? 

Does the inspection routine need an overhauling to secure control of 

quality? 

Is there opportunity for cost reduction in better control of stores and 
supplies—and in harmonizing purchasing activities with production? 

What can you do to cut maintenance and repair costs? 

* * * 

Can you improve the selling mechanics? Are the prices too high or too 
low? Should you eliminate unprofitable lines, products, markets, or cus¬ 
tomers? Can you get a better coordination of sales and production by better 
forecasts of volume? Should you concentrate on the most profitable lines— 
cutting the variety and number of products marketed? And which of these 
can you do better than the seller has done: 

Developing methods to teach old consumers new uses of existing products 

Securing markets not before attained for the product 

Developing a whole new class of customers by such services to them as 
taking smaller orders, giving greater discounts, longer credit terms, 
premiums, generous return privileges, unusual guaranties, unusual de¬ 
liveries, concessions on freight delivery charges, or unrestricted service 
after sale 

Developing and patenting new products through research 

Selling products by employing new marketing methods (for example, 
developing dehydration in a canning business) 

208 


STUDY THE INTERNAL OPERATION OF THE BUSINESS 


Sec. 6 


Getting more distribution for the product (agents, jobbers, brokers, door- 
to-door selling, mail order, exclusive sales agencies, or factory branches) 

Formulating more advantageous sales presentation, and better promotion 
and advertising methods to aid that distribution 

Better stimulation of sales by the development of sales training programs 
for salesmen, modern sales compensation programs, and full use of 
work stimulators 

Changing packaging, packaging design and construction, or design and 
construction of the product itself to: get better protection in transit; 
make it more suitable to the purchaser and distributors—thus reaching 
new markets never before attainable 

Changing product design to make it clear, immediate, distinctive, visible 
on shelf and counter and in show window, so as to secure sales not 
previously attainable 

Changing labeling to eliminate returns and complaints, or make it more 
helpful to salespeople in procuring sales not previously attainable 

Changing customer service, customer credits, and other customer rela¬ 
tions, to enhance profits and eliminate abuses 

Organizing for most efficient, economical delivery methods by ascertaining 
the best process of shipping—for greatest convenience to customers, 
protection against damage or loss, speeding collections, suitability to 
size and weight of normal shipments, adaptability to shipping emer¬ 
gencies, competitors’ practices and customers’ desires 

* * * 

You should get a full record of the labor relations of the business—par¬ 
ticularly the government agencies to which it is subject, plus— 

The record of compliance or violations of Federal and state labor laws, 
etc. 

Union contracts in force, the previous labor disputes, present relations 
with the union 

Wages, hours, and working conditions 

Abundance of labor may warrant investment. Scarcity of labor may mean 
trouble. It might pay to substitute machinery—if that is possible. 

The degree of labor unionization may affect the cost of production and 
the availability of skilled labor. Labor leadership can also control produc- 
ti°n, jurisdictional strikes, employee dissatisfaction, and employee produc¬ 
tivity. 

* * * 

What can you do to improve the seller’s reputation as a good company to 
work for? That may mean finding whether: it has stabilized employment as 
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much as possible; it has kept abreast of employee attitudes. They change 
frequently. Check these points to find what you can do. Has the seller— 

Discussed and explained company policies, trends, and management prob¬ 
lems through a company house organ or bulletins, to promote loyalty 
by making employees all feel “part of the company ? 

Aimed at stabilized employment (workers want that more than anything 

else) ? 

Revised incentive and compensation plans to stimulate complete coopera¬ 
tion? . , .. 

Encouraged or sponsored group activities—musical organizations, bowling 
leagues and other athletics, public-speaking clubs, annual stage shows, 

hobby exhibits, dances, etc.? 

What about the way the seller has hired people? Has he employed an 
experienced personnel director? Does he maintain files showing the experi¬ 
ence and qualifications of employees? Has he used modern testing proce¬ 
dures? Does he accord all applicants considerate and careful treatment; fill 
vacancies by promotion and transfer whenever possible? Does he acquaint 
employees with opportunities for promotion? Can you improve that? 

Are wages comparable with those paid in the industry? Are working con¬ 
ditions at least as good as those in other jobs that might be ofiered? Is there 
a program for job evaluation? (If properly done, this increases understand¬ 
ing, promotes fairness, and improves morale.) Is there a periodic rating 
plan? Has the seller put his best foot forward in telling what the company 
can ofTer in the way of stability of employment, job security, disability and 
death benefits, and other benefits? 

Has the seller given attention to the little things that show consideration? 
That might include— 


Good lighting and other fatigue-reducing measures 

Facilities such as washbasins, drinking fountains, lockers, toilets, and other 
employee needs for personal comfort, etc. 

Modern safety aids ' 

4 

Industrial-health plans, that eliminate worries and reduce doctor expense 
Group life insurance, sickness and accident benefits, hospitalization, and 
pensions 


Has the seller been careful about dismissal procedures? Has he used well- 
thought-out methods for interviews upon dismissal? Does lie have dismissal 
compensation? Has he given reasonable notices of termination? 

Your study of all this tells you what you can do to improve employee 
relations. 
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4. Consider the risks in the business 

If you are already in the industry—or know it well—you can usually 
compute estimated sales and profit. When you know the internal operations 
of the seller, it is possible to tell roughly how much more—or less—you can 
make than he docs. 

Intelligent purchasers who know an industry always do this: Find what 
they can make, after they know all about the seller’s business. That tells 
them what they can afford to pay. 

If you do not intimately know an industry, what special factors do you 
study to find your chance for profit? It might cover some or all of these: 

The trends in the industry in sales, costs, and profits 

The size and number of competitors, and the opportunity for breaking 
into the industry 

The seasonal variations and cyclical fluctuations in the industry—and 
what it costs to finance them 

The long-term demand for the product 

The methods of distribution used in the industry—dealers, wholesalers, 
syndicates, jobbers, or salesmen. How they can be altered by newer 
methods used today 

The distance of the business from the consuming public; the problem of 
transportation 

The labor market available—labor troubles and wage rates in the area 

New technological trends in the industry; how they will affect you 

Your study always involves a review of the risks found in the business you 
are considering. Stop a moment to study the usual risks of business, which 
are listed in “Check list of the risks in business” in Section 4. 

5. Select the time to buy 

When should you buy a business? Tax advantages sometimes govern. 
That subject is covered in the next part of this section. In the preceding 
parts we have tried to explain how you find the profit you will make. 
Study, too— 

How many others are entering the same business to capture your proposed 

market? 

What new inventions or technological changes threaten the product or its 
method of production? 

What about the local political scene—will impending changes alter your 
labor, production, or sales methods? And on the state and national 
scene—what new laws are pertinent to the business? 

What about Federal and state tax laws? Will they permit you to get a 
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decent return on your money? Will you earn enough after taxes to pay 
off what you must borrow to make this deal? (Much of this section is 
about these points.) If you can’t get a good return, should you try some 
other way to get the property? Maybe you can lease it 

Often the decision to buy—or to stay out of the market is based on two 
things: 

1. Does the price have some reasonable relation to what your money is 
worth to you? You find a fair price only if you know what net earnings after 
taxes will come to you out of the property; then you must compare the net 
return with what your money can earn by other investments. 

2. What is the business weather ahead? That concerns an intelligent 
check on the normal business barometers. Many published business barom¬ 
eters (like those in Business Week) help a great deal in business forecasts. 
You or your experts can often use these to budget what is ahead of us. They 
arc valuable because history tells us all business cycles are composed of the 

following phases: 

1. The crisis—sharp drop in business, prices, and employment 

2. Downswing and the decline—falling off in business and prices, a spiral¬ 
ing downward, falling prices, production, and employment 

3. The depression—a period of stagnation, prices low, inventories grad¬ 
ually consumed 

4. Upswing and recovery—a gradual expansion of business followed by 
rise in prices and employment 

5. Creation of the boom—a period of rapid expansion anticipating 
demands, followed by speculation; prices rise more rapidly than pro¬ 
duction or employment 

Buying just as we are coming out of a depression, or at the beginning of 
an upswing can be very profitable. Prices will be lower. Certainly you 
want to try to do it. The business should have a low price if you must bear 

the burden of the crisis or depression. 

Caution: Estimates by forecasting are never more than the probable 
course of events. No one can accurately measure the new elements that may 
change expected results. 

But forecasts can be invaluable aids to tell you how much you can pay 
for a business. 

6. Buy tax-wisely 

Should you buy the slock or assets of a business? Assume you agree to buy 
all the stock of a corporation. Also assume that the price of the stock reflects 
the higher market values (over corporate costs) of inventories and real estate. 
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When these assets are sold, both the corporation and you (when dividends 
are distributed) will pay a tax on the hook profit. 

The result: your dividends arc really a return of your capital. Gan your 
buying plan avoid that penalty? To do it, seek a purchase of assets; or get 
price adjustment for the extra tax you are assuming. 

For example, when you buy corporate stock, your price may reflect the 
existence of the corporate surplus. Say your stock will cost $100. The com¬ 
pany has assets which cost it $50, but which are now worth $100. If it sells 
the assets for $100, and pays dividends of $40, you will have to pay a tax 
on the ordinary dividend income. You really should get no income until 
you have recovered your $100. 

But some deals to buy stock can give you a very great tax advantage. 
Assume you pay $100 for stock of a company whose assets cost it $1,000. 
They are only worth $100 now. Then you may get a depreciation deduction 
on the $1,000—and a sale at $1,000 gives no tax to the company. 

* * * 

The seller may insist on selling the stock of his corporation. But you may 
want to buy the assets for the reasons we have just covered: 

Your purchase price exceeds the cost price of the assets to the company 

You want to avoid being taxed for dividends when you sell corporate 
assets for the price you paid for them 

You may want to buy assets for many other reasons—for example, you 
may not want to take over the seller’s undisclosed debts or his contracts. 
You just want to buy his assets. If that is your position, you can insist that 
he liquidate his corporation and sell its assets to you. If that is not possible, 
perhaps he will agree to pay you any tax due to your liquidation of his 
corporation after you purchase the stock. 

As we have pointed out, some stock deals can give you large gains; some 
are costly. You get one chance to pick the way to proceed. That comes 
when you acquire the property. At that time, you select the future tax basis 
of your property. Here are the rules: 

If you use cash (or its equivalent) to buy assets, the price you pay usually 
sets the value you will use later in depreciating or in selling 

If you buy stock for cash, then the seller’s cost basis of his assets governs 
in finding a gain in sales or for depreciation 

This last rule also usually holds if you give stock for stock. Sometimes 
you may use your stock or securities to buy assets and still get the seller’s 
cost basis, if you can adopt and follow the highly technical exchange 
provisions of the tax law 
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Should you preserve the seller’s tax advantages? When you buy the stock 
of a business, you may gain far more than the tax basis of it, assets. you 
buy assets for cash, your sales price fixes your tax basts. But you may lose 
many other benefits. Here is the reason: a successor company may have to 
pay a tax that would not have been paid by the seller on the following. 

Income from the same assets offset by prior years’ net operating losses, 
unused capital loss carry-overs, and unused excess profits credit carry 

Ga'toTthat might be offset by liabilities—assumed by you, but incurred by 
the seller if they were contingent or indefinite at the time of co " v " s '°"_ 
Only the seller may have the deduction for expenses incurred during 

its operation 

Some income can be taxed to you, the successor, that would not have been 
taxed to the seller. Or you will not get many deductions that might have 
been given it. For example, tax refunds and recoveries of bad debts, where 
the seller took a deduction but obtained no tax benefit, or some hfc-insura 

Pr And d some deductions will be denied-for example, unamortized bond dis¬ 
count on bonds continuing to remain outstanding; unamortized capitalized 
expenses of issuing bonds, mortgages and other obligations; unamorUzcd 

capitalized leasehold costs; depletion based on discovery value. J^ese deduc¬ 
tions are not available to successors, nor are many types of debtor s taxes 
and interest. They may be deductible only by the company liable for the tax. 

They may not be deductible by the successor. 

If you arc considering replacing the seller’s company with a new one, 

remember this: Losses sustained during your first years of a new company s 
operations will not get you a refund of tax paid by the predecessor. He 
would have gotten the refund. That is one of the greatest dangers in 

Ch No S matter how simple the change, a new company usually loses all the 

benefits of carry-overs of the old company. . 

If the successor company may not have the deductions, what can you do 

to avoid the loss when you purchase a company? You might contract to keep 

the old company alive. It can retain enough assets to pay its debts. I hen 

it might use the deductions to get a carryback and a refund of taxes for 

Y °Sometimes the incident of the conversion creates a tax that might have 
been deferred. Income may be created that might not otherwise arise until 
a later date. For example, a company using the installment sales basis may 
have income at the moment it stops business, rather than in later periods. 
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Perhaps you ought to retain installment obligations in the company taken 
over and keep that company alive for your benefit. It may then report the 
income over a period of years and pay taxes due on the prorated profit. 

And see if it is wise not to transfer life-insurance policies. Perhaps you 
should hold a purchased company alive to collect proceeds that might not be 
taxed. 


* * * 


How do taxes affect the price you should pay? Assume you have decided 
to buy all the assets of a business, and not its stock. You will generally get 
your greatest tax advantage by this: Insist that your written contract with 
the seller allocate as much as possible of your purchasing price to the assets 
giving you your greatest tax deductions. Do that even if you decrease the 
price paid for assets giving you capital gain on disposal. 

Assume you can arrive at a total or bulk price. In that process, you do not 
try to find individual asset values. 

Now it becomes very important to do it. 

This sounds like double talk; let’s see how it works out in practice. Here 
are the assets that should be valued at high and low figures: 


Asset 

Merchandise inventory, stock in trade.. . 

Supplies and similar items not used in the 
manufacture of the product. 

Accounts receivable. 

Machinery, equipment of short life. 

Life-insurance policies. 


Patents, copyrights, franchises, etc., amor¬ 
tizable intangibles if remaining life is 
short. 


Why Value HIGH? 

A high cost will reduce your profit on its 
sale. Your cost is fully deductible. 

These supplies will be used as expense 
items in the ordinary course of the busi¬ 
ness. Your cost is fully deductible. 

Loss from bad debts would be fully de¬ 
ductible. 

The short span of depreciation gives you 
a quick deduction, and a loss on sale or 
abandonment is fully deductible. 

Proceeds at death are ordinary income to 
buyer. They might not have been taxed 
to seller. But a resale is given capital- 
asset treatment. If you plan to resell 
you can value low since you can get the 
25 per cent maximum tax. The only ex¬ 
ceptions to the recognition of gain to 
the buyer are when the buyer is the in¬ 
sured or when the buyer is a transferee 
in one of the possible tax-free reorgani¬ 
zations. 

You recover deductible cost rapidly by 
getting reduction of income over the 
short period left for amortization, but 
value these at low figures if life is long, 
or if you propose to sell the asset. Then 
you may get the 25 per cent rate on 
long-term capital gains. 
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Asset 

Buildings, building improvements; ma 
chinery, equipment of long life. 

Land. 


Stocks, bonds, and securities 


Goodwill 


HOW TO BUY AND SELL A BUSINESS 
Why Value LOW? 

Too long a period of depreciation is 
needed to recover cost. The loss on the 
sale or abandonment is fully deductible. 
Gain is taxed at 25 per cent. 

There is no deduction for depreciation to 
recover cost. Gain would be a capital 
gain—taxed at 25 per cent. Loss on sale 
or abandonment is fully deductible. 

Gain would be taxed at capital-gain rates 
—a maximum of 25 per cent. Losses 
can generally be used only to offset 
gains. 

You recover your cost only through the 
sale of the business. (Be sure to place 
some value on goodwill.) Any profits in 
a sale would be capital gains—taxed at 
25 per cent. Abandonment gives an or¬ 
dinary deduction. 


The government will not ordinarily disturb the contract prices fixed in 
arin’s-length deals. 


* 


* 


* 


Some purchasers lose assumed tax benefits. The tax regulations try to 
prevent one company from reducing its taxes by another company s operat- 

ing loss carry-overs, or other allowances. 

The law aims especially at abnormal transactions. And so it condemns 

two types of purchases: 

1 X, a corporation (or A, controlling X ) has large profits. A (or -4) 
acquires control of Y. Y has current, past, or future credits, deduc¬ 
tions, net operating losses, or other allowances. X (or A) then takes 

steps to balance its income against the allowance ... 

2. X, a corporation, acquires property (not stock) in a way giving it a 
cost basis materially greater than its fair market value. X does this in 
order to utilize the property to create tax-reducing losses 


These rules affect you only if you arc buying control of a corporation, or 
buying property of a corporation for your corporation. Even then the penalty 
applies only if you become entitled to use the cost basis of the old company 


in your business. . , 

Moreover, you can lose only if the evasion or avoidance purpose outranks 

any other one purpose. Suppose your motives are in part tax avoidance, an 

in part some good business purpose? You seem to carry the burden to show 

how much weight was given to the tax-saving motive. You probably will 

gain approval if a realistic eye does not find the transaction an affront to 
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common sense. Otherwise failure will result. And that comes despite letter- 
perfect compliance with the language of the rules. 

Caution: This rule places the burden on all corporate purchasers (of con¬ 
trol or of property) to maintain a new type of record. They should be able 
to show their paramount intent was not to evade taxes. 

* * * 

There are other tax essentials to study on buying. One is this: You may 
get a better tax buy if you pay a lower purchase price for a business—but 
undertake to pay annually for a “noncompete” agreement. These are usually 
ordinary deductions if paid to the individuals who are very important to 
the business. Their receipt is ordinary income to them. 

To get the deduction for this cost, your contract with individuals should 
fix the sum for their agreement not to interfere with you. It should be 
separately stated from the prices of the other assets or the price for the busi¬ 
ness itself. It should run for a limited number of years. Then the payment 
can usually be deducted over the stated period. If the period is indefinite, 
you may be denied a tax deduction for that cost. 

Sometimes the seller’s business has been successful because of the personal 
efforts of some of the principals in that company. It may be advisable to 
employ these principals. Their compensation gives you a full tax deduction. 
Perhaps agreement to employ them at a reasonable compensation will give 
you a reduction in purchase price. 

Will a long-term lease—instead of a purchase of the assets you seek—be 
just as good for you? Here is the tax result: You get a deduction for your 
rentals. And you can get a deduction for depreciation if you agree to replace 
asset losses, caused by depreciation or obsolescence, or if you agree to return 
the property in as good condition as when it was delivered to you. 

Are you going to buy a business building with the intention of demolishing 
it? Caution: Neither the cost of the building nor the expenses of demolition 
are deductible. They are added to your land cost. 

If you buy intending to use the property, but later decide to demolish, 
you do get the .loss deduction. 

Interest payments to a seller give you a tax deduction. Deferred or install¬ 
ment payments are often involved in a sale. Should you decrease your price 
and increase the interest rate to make up the seller’s loss? That can give you 
greater tax deductions. 

Example. A flat price of $12,000 for a depreciable asset gives a purchaser 
(say) $1,200 a year for 10 years as depreciation. A price of $10,000 payable 
in four equal installments with $500 per year interest would give the pur- 

217 


$ec 6 HOW TO BUY AND SELL A BUSINESS 

diaser a $1,500 deduction for the first 4 years, and $1,000 for the next 5 

vears. 

/ 

Mergers, rather than purchases, may be a better way to acquire assets. 


How do you buy real estate tax-wisely? It is common practice when buy¬ 
ing business real property to take title in the name of a corporation. This 
may not be good practice if you intend to sell the property. If the corpora¬ 
tion sells, it pays a tax on the gain. Then the stockholders have to pay 
another tax when the corporation distributes the proceeds to them. Even 
if you distribute the property first and then sell, the government might try 
to say that the corporation actually sold the property. Don’t use the extra 
corporation. Or if you do, insist on a sale of its stock. Then you pay only 

one tax. . 

This rule does not hold if you organize a dummy corporation only to take 

title to the real estate. If it does nothing but hold property, you may avoid 
the double tax. But, according to one case, if it negotiates a loan on the 
property, it may have to pay the corporate tax. What you must do is this: 
After title has been taken by the dummy corporation, all acts in the manage¬ 
ment, conservation, financing, negotiation, and operation must be done in 
your name. The way to use a dummy corporation is illustrated by one case. 

Example. A and B transferred property to a new corporation in order 
that it might make a sale. Under the written agreement between them 
and the corporation, it was only to make the sale and pass on to them the 
proceeds. The government tried to tax the corporation. But the court held 
that they had created a mere conduit for the profit. 

A buyer should try to close title immediately before the current real-estate 
tax is assessed and before it becomes a lien on the property or personal liabiS- 
ity is imposed on seller. Then you can deduct the tax on your tax return. 
If you acquire title after assessment or after taxes have become a lien or per¬ 
sonal liability, then the tax is part of your capital cost. It is not deductible. 
Only the seller gets the deduction—even if you have to pay the tax to him. 
Check with your lawyer before you buy properties to see how this works in 

your state. 

If you buy a ground lease with an option to purchase the property, here 
is a warning: If you exercise the option, and specify what part of the pay¬ 
ment is for canceling the lease, that will give you a deduction. Failure to do 
this may mean that the entire payment is added to the cost of the land. 

* * * 
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The buyer should help the seller in his tax problems if he can. A seller 
has a great many tax-saving opportunities. The usual conflict of interest 
with the buyer is this: The seller will seek a capital gain to get the lowest pos¬ 
sible tax on his sale; the buyer wants all possible ordinary tax deductions 
for his payments. Tax experts sometimes make both possible. One way is 
illustrated by this case: 

Example. Four people sold patents to a company. It agreed to pay them 
80 per cent of its gross income from its licenses of the patents for a definite 
period. This secured the sellers a capital gain on all payments. The patents 
were amortizable purchases. The business was entitled to recover its cost 
(all the 80 per cent payments) over the life of the patents. Cost was not 
fixed until payments ceased. A reasonable allowance for depreciation of the 
patents was held to be the actual annual cost paid for them. 

HOW TO SELL A BUSINESS 

This section starts ofT with the assumption that you want to sell. Your 
problem is how and when to do it to get your greatest return, net of taxes. 

If there is any question about selling, you want to read all we have urged 
upon buyers. Maybe the same kind of a study of your business will change 
your mind. We have known many sales to be discarded upon intelligent 
study of business potentials. 

This is the kind of a problem that needs full discussion with your CPA, 
your lawyer, your bank, and perhaps management experts. 

7. Should you sell? 

Selling your business is not always advisable. There are many other ways 
of achieving a divorce from full management and operation of a business. 
Consider these: 

Leasing your stock or assets. Check the tax problem with your tax advisor 
as to the tax implications. If you lease, you can spread the income 
over many years. But this becomes ordinary income, and you may lose 
the advantage of the capital gains rates. If you lease property and the 
tenant is required only to keep the premises in good condition, you get 
a depreciation deduction. But if you insist that he replace losses and 
turn the property back to you in as good condition as when delivered, 
then you get no depreciation 

Sale of your stock to your own company. We generally have a capital 
gain if the sale (even if on an installment plan) removes you as a stock¬ 
holder. In other cases it may be a taxed dividend. That should not 
concern you if your company has a deficit. All dividends (up to your 
cost of stock) are merely a nontaxed return of capital. Incidentally, 
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installment sales plans of stock to your own corporation need not be 
for a fixed price. You can use a percentage of its net income or 

SalTof a^Stt^r company to an investor. Perhaps you keep 

all the preferred stock, and let him have the common stock 
Sale of most of your common stock to partners—or perhaps your asso¬ 
ciates or employees—who will take over. This may be advisable eve 
you have to help finance the deal for them. It may give you capita 

gain, rather than ordinary dividend income ... 

Merging the business with another firm-taking its securities. I hat still 
leaves you in business. 


* 


* 


* 


The net operating loss tax carryover may urge you not to sell. You may 
have a carryback giving you a refund of prior year's taxes if you have a loss 
this year. Perhaps that suggests reorganization of business operations may c 
undertaken with government aid; perhaps it urges development costs be 
undertaken in order to build up earnings. Perhaps this may be a year to take 

this sort of action: 


Make needed repairs and maintenance previously deferred 

Spend money to get new markets and new products 

Settle for bad contracts or leases—if that gives you a deduction 


this year 


rather than in a later year . 

Clear out defective and obsolete inventory at the best price you can 

Sell out obsolete or inferior equipment 



Under this rule losses can be undertaken, if sound business policies dictate, 
with the certainty of quick refunds of taxes previously paid. Taxes can often 
be recovered speedily enough to aid in the financing of the business loss. 

And this is true too: acquisitions of profitable business departments can 
be had by a company losing money, or having a carry-over, with the certainty 
that part of the investment will be returned through government aid. 


8. Sell tax-wisely 

You have made up your mind to sell. Can you reduce the tax on your 
sale? How do you get the best tax result? Let me first explain the rules. 
11 ere is how the government treats sales of business assets held for more than 

6 months: 


Sales of capital assets never give a tax of more than 2.) per cent, l y 

not a dealer in these assets and they are not your regular stock in trade. 

Capital assets are any of the following: 

Stock, bonds, and other securities of your business 
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Land, buildings, and other property not used in your trade or busi¬ 
ness 

Investments in undeveloped land, etc., including interests in part¬ 
nerships and other ventures 

Many other assets used in your business, for example, goodwill and 
nondepreciable investments or securities 

Patents, copyrights, etc., not used in your business 
If you sell land, buildings, and depreciable property used in a business, you 
compute a preferred tax position this way. If the total gains are greater 
than the total losses, you then treat the net gain as a capital gain. If the 
losses are greater, the net loss is treated as a fully deductible loss. Check 
with your tax advisor to see how this rule changes if you had any gains 
or losses on involuntary conversions (through seizure, destruction, or 
fire) 


Special capital gains and depletion problems arise with the sale or assign¬ 
ment of a gas or oil lease. Consult the following table for the rules: 


If you dispose of the lease 
this way 

By sale after holding for 
more than 6 months and 
you are not a dealer. 

By sale and you developed 
the property. Its chief 
value results from your 
discovery efforts. It makes 
no difference whether or 
not you arc a dealer. 

By sublease . 


You are taxed this way 
Capital gain. 

Surtax cannot be more 
than 30 per cent of the 
sales price. 


Entire payment is ordi¬ 
nary income. 


Deduction for depletion 
belongs to — 

Buyer. 

Buyer. 


You (the assignor) get the 
deduction for depletion 
on the interest you sub¬ 
leased. 


It is obviously very important to determine whether your transaction is a 
sale or a lease. The test is not whether title passed under the state law. Pay¬ 
ments due you under your assignment (after the initial cash payment) may 
be a fraction of the entire production for its full duration. Then they are 
payments under a lease and you get depletion deductions on them. 

Sale of timber may produce favored treatment by observing the following 
rules: 


If you sell timber — 

Standing or cut, owned for not more than 
6 months. 

Standing, owned for more than 6 months. 


How you are taxed 

Gain is fully taxed. 

Loss is fully deductible. 

Gain is taxed as capital gain. 

Loss: 

Fully deductible—if you are in the 
business. 

Capital loss—if held for investment. 
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If you sell limber — 

Cut, owned for 6 months before beginning 
of this year or have a contract to cut it. 


Under any kind of contract under which 
you retain an economic interest in the 
timber held for more than 6 months. 
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How you are taxed 
If you elect: 

Cain or loss is determined at the time 
of cutting timber. This is the differ¬ 
ence between its basis for depletion 
and the fair market value of the tim¬ 
ber on the first of the year in which 
the timber is cut. The election is 
made on the tax return. It is appli¬ 
cable for this and later years and to 
all timber for this and later years and 
to all timber you own or have a right 
to cut except timber that is not cut 
for sale or use in your business or is 
held for not more than 6 months be¬ 
fore beginning of this year. 

Gain is taxed as capital gain. 

Loss is fully deductible. 

If election is not taken: 

Gain is fully taxed. 

Loss is fully deductible. 

Gain or loss is determined at the time of 
the contract. This is the difference be¬ 
tween the amounts received for the par¬ 
ticular timber in any year and its basis 

for depletion. 

Jf you (ire in the business * 

Gain is taxed as capital gain. 

Loss is fully deductible. 


Should you sell for installment payments? If you sell any of the assets 
list ed above * * profit, you may gain by having the payment made m mstall- 

of your company for $100,000 at a profit 

of $20,000. The $20,000 would be taxed income in the yeaf of ^ak .f 
$100 000 is received then. Under the installment rules you cannot rece 

l"'7an 30 P e, c„, c„h, o, .30,000, i„ «h. o. »,e.J 

$30 000 you would report only $6,000 profit in the year of sale— ^ p 

cent of $30,000. The balance of the profit, $14,000, would be reported as the 

balance of the cash is collected. . . 

You may use the installment method in any casual sale of P ers °™ l P £ 
erty, of more that $1,000 . The initial payment made to you must be 30 per 

cent or less of the sales price. • f or 

It may be to your advantage if the sales contract docs not P ov.de for 

interest on the payments. Instead you will gam, taxw.se, if your sales puce 

is hicreased. Interest is fully taxed. The gains are taxed at a maxnnum of 

only 25 per cent. 
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Assume your first year’s payments are over 30 per cent for a group of 
assets, like the inventory, accounts receivable, and equipment of a business. 
Maybe separate bills of sale and separate transactions will bring you into 
an installment transaction on at least part of the sale. You might, for 
example, contract to sell the inventory and receivables at once. Then you 
might have a separate sale of the equipment. But you may not allocate part 
of a grouped sales price when you sell a going business in order to use the 
installment basis. 

Do not assume you can split the sales price into two parts, attributing, 
for example, a full cash payment to the inventory and the remaining cash 
to the other items of the sale in order to bring that amount below 30 per 
cent. It will not meet with government approval. Split your deal to get your 
tax saving. 

If you have deferred the reporting of income this way, you should not sell 
your installment obligations. If you do, you will be taxed on all your unre¬ 
ported profits on those obligations. 

* * * 

Timing your sale is a problem of understanding both the tax rules and the 
market conditions. The best date of sale is when your best judgment 
tells you when you can get most (net of taxes and costs) for your prop¬ 
erty. 

Timing has much to do with a many-sided tax result. For example, a 
sale that will deprive you of a tax recovery due to unused carrybacks may 
be very costly. 

The tax you will pay on a sale may depend on the date you sell. The 
period during which assets are held fixes the amount of the tax due. The rule 
differs for assets held more or less than 6 months. An error of one day may 
convert a short-term loss into a long-term loss. In computing the period, 
the day the asset was acquired is excluded; the holding period starts on the 
following day. The day on which the asset was sold is counted as the last 
day of the holding period. 

The holding period is easily determined for property directly acquired and 
held in the same form since acquisition. In some other situations, study with 
your CPA may be required. 


* * * 

Can you use the exchange rules to avoid a tax in a sale? You can avoid 
all tax in a transfer if you will strictly conform to the exempting provisions 
of the law. Check with your tax experts to see if you can deliver your busi¬ 
ness in one of these tax-free transactions: 
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Solely for voting stock (however small) when you give up 80 per cent of 
the total number of all other classes of stock of your corporation 

Solely for voting stock (however small) when you give up substantially all 
the properties of your corporation. In this, the fact that liabilities are 
assumed, or that the property is taken subject to liabilities, is disre¬ 
garded 

For any securities, from one corporation to another, for all or a part of 
the assets—but immediately after the transfer, your transferring corpora¬ 
tion, or its stockholders, or both, must own 80 per cent of all stock of 
the transferee 

For stock or securities delivered to the exact individuals or corporations 
transferring the property if two conditions hold: (1) they thereafter 
own 80 per cent of all classes of stock of the transferee; (2) the securi¬ 
ties given each arc to be in proportion to value of what is delivered. If 
liabilities are assumed, they are considered securities received by the 
transferring persons 

* * * 

When can you defer the tax from a sale to a year later than the sale? 
Your ability to do that may have some bearing on the way you make your 
transaction. 

Generally, you are taxed in the year when title passes. But you need not 
pay a tax if you cannot determine the market value of the payments with 
fair certainty. Some types of deferred payments get in that rule, if you 
cannot find their market value. These arc not a basis for tax until your 
consideration is actually collected. 

Example. For your assets your buyer agrees to give you 5 per cent of his 
sales, or 10 per cent of his net profits, or all the profits after he earns 
$100,000. These are not fixed payments. You pay no tax until you collect. 

Yet this method of selling is very popular today. Why? It is particularly 
helpful for sellers who arc unable to get all they think their property is worth. 

* * * 

Sales of property may also be encouraged by proving that receipts arc not 
ncomc, because proceeds arc restricted in the year of the sale. When does 
(hat occur? Study the following rules to sec if you can fit your sale into 
them: 

If securities or other property received arc nontransferable for a specific 
term (say f> years), the restricted property has been held to give no 
present income 

If property taken has no value now, but has the possibility of developing 
into greater value later, you pay no tax now 
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If the buyer’s payments are escrowed, to be delivered to you only on 
clearance of substantial encumbrances, you await release of the funds 
before you owe a tax. The same would be true of escrow payments to 
cover the substantial seller’s warranties. The rule also applies to 
escrowed monies held pending clearance of litigation or government 
approval of the transaction. These are not actual payments until the 
monies are released 

If property taken is merely a contract to receive payments when, as, and 
if profits or sales arise, it may have no fair market value now. You pay 
a tax on those receipts, when you get them or when the profits or sales 
are determined. In these cases you may postpone the tax because you 
cannot judge with a fair degree of accuracy how much (if any) will 
actually be received 

Where the buyer gives you his note or bond and the obligation has no fair 
market value because payment is conditional, or because the payment 
is contingent or uncertain, you owe no tax when these obligations are 
received 

Title does not pass as a result of a contract to sell; or if the buyer can 
return the property in a reasonable time and get his money back 

* * * 

When should you postpone a sale? Do not sell depreciable business prop¬ 
erties, one at a gain and the other at a loss, in the same year. The profitable 
sale is taxed at 25 per cent. The loss sale in another year is fully deduct¬ 
ible. But if both are effected in the same year, one offsets the other. 

Example. X Company owns a building and a lot of equipment. It sells 
the first at a profit of $1,000 and pays a tax of 25 per cent. In the following 
year it sells the other at a loss of $1,000. The tax saved may be as high as 
$470. The net gain for the 2-year period is $220. If both sales were made 
in one year the profit of one offsets the loss of the other with no tax advan¬ 
tage. 

If both assets must be disposed of in one year, you can still avoid the offset. 
If you abandon the loss asset you get the full deduction. An abandonment 
loss does not offset a gain on the sale of depreciable property. 

* * * 

Sometimes a sale is not necessary to get you funds. Assume that real 
estate or other property cost $20, but is now worth $100. A mortgage or loan 
is negotiated for $90. Nothing has occurred which would subject the holder 
to tax on the entire transaction. But he may have benefited far more than 
in a direct sale of the encumbered property. 

* * * 
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Sometimes a trade or exchange is better than a sale. It avoids the tax on 
a transaction. The disadvantage may be a loss of increase of basis to you. 

If you have a fully depreciated machine and trade it in for a brand new 
machine, there is no gain. But your cost basis is the same as the old machine 
—zero. 

If you sell the old machine and use the cash to buy a new one, you have 
a gain. It may be taxed at only 25 per cent. And you get a new cost—your 
cash cost of the new machine. You get one chance to cut your taxes when 
you elect the kind of deal you will make. 

To get out of tax on trades, you must observe these three rules: 

1. Property exchanged must be “solely for property of a like kind.’’ The 
words “like kind’’ refer to the nature or character of the property, 
not to its grade, quality, or use. Thus, an exchange of an old truck 
for a new truck, an old passenger car for a new passenger car, or 
trading of work horses, would be exchanges of “like kind.’’ Trading a 
farm for city property, or a trade of unimproved real estate for im¬ 
proved real estate, or of a rental house for a store building, although 
dissimilar in services or use, are still classified as exchanges of a like 

kind 

2. The property exchanged must have been “held for productive use in 
trade or business or for investment.” And the exchange must be made 
for similar property. This excludes trades of property used or to be 
used for personal purposes. An instance is an exchange involving resi¬ 
dential property 

3. The exchange must be even—that is, no cash can be involved. If cash 
is taken, then you are taxed up to the amount of the cash. The gain 
beyond the cash would not be taxed. If cash is given, no loss can be 
taken. This is regarded simply as additional investment in property 
of the kind exchanged 

* * * 

When selling real estate , tax gain or loss takes place in the year in which 
title passes, not in the year of contract for sale. That is not true if possession, 
with its benefits and burdens, passes to the purchaser before title passes. 

A danger looms when a seller attempts to stretch his holding period beyond 
6 months, in order to get a long-term gain in a sale. The following device is 
sometimes used: The contract of sale fixes the date for passage of title 
beyond the 6-month period. This method usually provides for closing adjust¬ 
ments to be made as of an earlier date, within the seller’s 6-month holding 
period. In this, the government may hold the earlier date as the “sale date”; 
thus it taxes the seller for a short-term gain. 

Perhaps a better way would be to give the buyer an option to buy, after 
the 6-month period, with a heavy down payment to ensure his performance. 
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How do you get the best price—taxwise? If you are selling individual busi¬ 
ness assets, not your stock, you will want to get the largest amount of capital 
gains (taxed at 25 per cent) and the smallest gain on other assets. 

The interests of the buyer and seller are often miles apart. Allocation of 
any total price paid for all your assets is very important. Here is the way the 
seller should attempt to allocate: 

Value at cost or high —accounts receivable and supplies not in inventory 
and not entering the product. A gain is called a capital gain by some 
authorities 

Value low —merchandise inventory, stock in trade held for sale to customer 
in the ordinary course of business. Remember this: Any loss (due to 
low value) is an ordinary deduction to the seller. Any profit (due to 
high value) is fully taxed; it is not a capital gain. You want to accept 
a low value if it will permit you to raise other values on assets that are 
subject to a capital gains tax 

Value high or low —insurance policies, stocks, bonds and securities held 
over 6 months. If you have a gain, and you can agree to high values, 
so as to reduce the selling value of other assets, do it. Your maximum 
tax is 25 per cent of gains. But if you have a loss, seek your cost or a low 
value. The loss does you no good unless it can be offset against other 
capital gains. If the assets were held for less than 6 months, seek a 
return of your cost. Short-term gains are taxed at ordinary—not capital- 
gain—rates. Short-term losses are of no value except to reduce other 
capital gains 

Usually value high— machinery and equipment, land and buildings used 
in business held for more than 6 months. Profit is a capital gain if the 
asset was held over 6 months and losses are ordinary deductions. If asset 
was held for less than 6 months, seek a return of your depreciated cost 

Usually value high— patents, copyrights, and other amortizable assets. 
Same reason as above: you have a capital gain on profits and an ordi¬ 
nary deduction on losses 

Usually value high— goodwill, undeveloped land not used, land and build¬ 
ings not used in business and business interest in other ventures. You 
have a capital gain on a profit if the asset was held over 6 months. But 
if you have a loss, you have a capital loss. It is no good unless you have 
other capital gains. That may mean you should seek a return of your 
cost if you do not get a gain 

* * * 

t 

If you are about to sell your business or a business asset, see if you can 
avoid a double tax. That comes when your corporation sells its assets—and 
then liquidates the proceeds to stockholders. If a corporation sells first it pays 
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one tax on the profit. The later liquidation of the proceeds ran produce 
another tax for the stockholder. 

Of course, this might hr avoided if the stock were sold instead of the assets 
—or if the company was first liquidated and then a sale made of the assets. 

The sale of stock followed hv immediate liquidation may be attacked by 
the government. But you are safe if the corporation in reality did not make 
the sale. The stockholders should conduct the negotiations on their own 
behalf. This method can be used when you want to sell part of the assets. 

Example. Corporation A owned a valuable contract. Corporation B, the 
other party to the contract, wanted to cancel it and was willing to pay a sub¬ 
stantial sum. A transfered all its assets except the contract to another corpo¬ 
ration owned by its stockholders. Then A 1 s stockholders sold all their A stock 
to B. B then controlled the contract. The court said this transaction involved 
only the sale of stock. It was not a payment to A, and there was no double 
tax. 

Any liquidation followed by sales is suspect if there were any negotiations 
by the corporation for the sale of the assets preceding the dissolution. The 
government may say that you have a sale by the corporation, and therefore 
double taxes. 

Cases in which the stockholders and not the corporation have been held 
to have sold the assets include these: negotiations were carried on with one 
purchaser, but the sale was to another; negotiations were started after the 
corporation was already in dissolution; a minority stockholder carried on the 
negotiations before any dissolution; stockholders contracted to sell the prop¬ 
erty in the future, when they got it upon dissolution. 

These rules force you to make sure that the documents relating to the 
transaction are clear. If more than one construction can be put upon the 
instruments, the government may hold against you. 

You need to keep a full written record of all the steps taken. This is 
important as evidence if the transaction is attacked. Documents describing 
each step in the transaction should be prepared when the step is taken. 
Many cases might have been decided difTerently if there had been documents 
to spell out each step of the transaction. 

Sometimes the corporation should welcome the double-tax system. If 
there are assets in a corporation that arc to be sold at a loss, a double deduc¬ 
tion will be obtained if the corporation sells at a loss and then liquidates. 
The stockholders, in turn, may realize a loss on the liquidation. The carry¬ 
back provisions may even get the corporation a good return of prior year’s 
taxes. Liquidation has many problems. 

Instead of liquidation followed by a sale of assets, you can consider alter¬ 
native methods of getting the corporate assets you want to sell— 
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By distributing the property as a dividend 

By using a partial liquidation 

You might distribute property with increased value out of the company 
by a dividend in kind. There is no tax to the company on the appreciation. 
The stockholder does have a tax to pay on the fair market value of the divi¬ 
dend. 

Or you might have a partial liquidation of stock. Pay property to stock¬ 
holders in redemption of their stock. That might be a capital gain to them. 
But see your tax advisor to find when it might also be an ordinary dividend. 
If the stockholder does not turn in all his stock he may have an ordinary 
dividend on the distribution. 

In both these methods you have only the one tax. The corporation has no 
tax to pay. The stockholder pays a tax only on receipt of the property. When 
he sells it, unless the value has changed between the receipt from the corpo¬ 
ration and his sale, he has no other tax. 

The danger of changing values after these transactions must be remem¬ 
bered. The holding period starts with the distribution. If values increase, 
you may have a short-term gain or loss by a sale before the end of the 
6-month period following the distribution. 

* * * 

How do you sell partnership property? Consider selling your partnership 
interest rather than the partnership assets. Sale of a partnership interest is 
probably a capital transaction. If it was held over 6 months, it may not be 
taxed at more than 25 per cent. 

The sale of a partnership asset may or may not be a capital transaction. 
That depends on the asset involved. Tax advisors sometimes urge that we 
place values on each item contained in a bulk sale, when an interest is sold. 
That may avoid difficulty if (as some assume) we get a reversal of present 
trends, holding sales of interests to be capital gains. 

Before you consider sale of partnership property or partnership interests, 
study the advantages to be obtained by these various methods: 

Sale of a partnership interest may be a capital transaction. Retirement 
from a partnership (or joint venture) where the continuing partners (or 
joint venturers) are members of your family denies you a deduction for 
any loss arising from the retirement. The consideration is not of con¬ 
sequence 

Distributions in kind to the partners and then sale by them of assets may 
get a totally different result from sale by the partnership. That may give 
you a tax loss or an economy. To get the cost of an asset received you 
do this: Allocate total cost of a partnership interest between what a 
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partner gets in such a distribution and what he has left in the partner¬ 
ship_both being figured at market values. That allocation gives him 

the cost of the assets received. Under the first of the rules above you 
may reduce the amount of taxed income by distributing appreciated 
assets to the partners. Have them take the profit. That follows because 
a new cost for the distributed property is fixed in the distribution 


Example. A and B have a capital of $80,000 in a partnership. All its assets 
are now worth $200,000. It paid $60,000 for certain stocks which are now 
worth $100,000. If the partnership sells these stocks, each will be taxed on 
$20,000 capital gain. But if the partnership distributes these stocks to A and 
B, and they sell them, each will be taxed only on $10,000 capital gain. The 
basis of the stocks to each is stepped up to $40,000. 


$ 100,000 

$ 200,000 


X $80,000 = $40,000 


Sale of property after a partnership liquidation may be complicated by the 
rule that requires apportionment of basis when distribution in kind is 
made. If it doesn’t make much difference taxwise, you can avoid this 
complication by having the partnership sell the assets and then dis¬ 
tribute the proceeds to the partners. 

Sale of a deceased partner’s interest may mean that the surviving partners 
pay a tax on the income used to dispose of deceased’s interest. Or they 
may avoid it by contractual relations approved by the decisions. 

Where some parties put property into a partnership and others put in cash, 
you have opportunity for considerable tax loss or tax control. That is 
because the basis to the partnership for the assets (which it probably 
took in at the fair market value) is the cost to the contributing partner . 
You do not use fair market value of assets when contributed. Then gain 
or loss in the sale of these is required by the regulations to be prorated 
on the basis used in the partnership agreement. 

If partnership property is purchased by one of the partners, this is in 
reality nothing more than one partner buying the interest of his partner 
in the property. In effect the property in question is liquidated in kind 
pro rata among the partners. Then one partner buys the undivided 
interest of the other partner. The gain or loss to the partner who sells 
his undivided interest is measured by the difference between the cost of 
his interest in the property and the proceeds from the sale of his interest. 
The partnership interest may be sold for part cash and part distribution 
in kind. You do not realize a loss until you sell the property received. 
But the basis of the property is adjusted to reflect the loss. The pur¬ 
chasing partner docs not realize gain or loss upon the liquidation of an 
undivided interest in the property in kind or the purchase of the other 
undivided interest in the property. 
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If a partnership interest is sold to an outsider or to the remaining partners, 
recent cases say vve have a capital gain or loss. The basis is the cost of 
the interest, including all undistributed profits of the seller upon which 
he has paid a tax and those from the last accounting period of the 
partnership to the date of selling. A loss sustained by a partner upon 
withdrawing from his partnership is a capital loss. 

By contributing property to your partnership and then selling your part¬ 
nership interest, you can get another advantage. You can extend the 
holding period of your assets. When a partnership interest is sold, the 
length of time you held that interest fixed your holding period. It is not 
measured from the time you (if you contributed the property to the 
partnership) or the partnership acquired the particular assets in the 
partnership. 

Example. You and A organize a partnership on Jan 1. You buy X stock 
on Jan. 1 of the following year. On Mar. 1 you contribute this stock to the 
partnership. On June 30 of the same year you sell your interest in the part¬ 
nership. You have a long-term capital gain. Your holding period is deter¬ 
mined from Jan. 1 of the first year. 

By contributing a noncapital asset to your partnership and then selling 
your partnership interest, you can convert ordinary income to capital 
gain. The sale of a partnership interest is a capital gain. The type of 
assets composing your partnership is unimportant. 

Example. You contribute merchandise inventory to your partnership. 
Later you sell your partnership interest. Your gain is capital gain even 
though your partnership interest is represented by noncapital assets. 

* * * 

How do you sell a sole proprietor’s property? A sale of a sole proprietor’s 
business is treated as a sale of each of the assets involved. Thus there are 
really many sales. The selling price is apportioned among the assets sold. 
The nature of each asset must then be considered. That is to determine 
whether the gain or loss from its sale is capital or ordinary. Whether you 
have an ordinary gain or loss, or capital gain or loss, depends on the nature 
of each asset sold. Capital assets—subject to a maximum tax of 25 per cent 
—are the following: 

Customers’ accounts 

Stocks and bonds held as investments 

Land not used in business 

Goodwill and nondepreciable franchises 

Assignable liquor license 

Life-insurance policy 
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You get a full deduction for your loss on a sale, but pay no more than 
23 per cent tax on your long-term gains in sales of: machinery, building, 
and any other amortizable capital assets used in your business operations, 
land used in business. 

How can a proprietor selling his entire business get a full capital gain? 
One way may be to transfer all noncapital assets to a corporation in a tax- 
free exchange for its stock. That converts ordinary income to capital gain 
upon later sale of the stock. Further, you may have the benefit of a long¬ 
term capital gain. The holding period of the stock includes the peiiod you 
held the assets. 

Income from a joint venture is taxed as ordinary income. But you can 
get the benefit of a capital gains rate by selling your interest in the joint ven¬ 
ture. You can very often use that method (sale of interest) to avoid the tax 

J 

due by you on the ordinary income. 

ExamfAe. A and B engage in a joint venture. When there arc earnings, 
each is taxed in full on his distributive share. But if B sells his interest before 
the income is secured, then he has only a capital gain. 

* * * 

Should a parent company sell a subsidiary's stock—or sell its assets? Some¬ 
times it is better to have a parent sell a subsidiary’s assets. It can take over 
the subsidiary’s assets in a tax-free liquidation. Then it can sell them, using 
the subsidiary’s cost to find its gain or loss. Possibly the gain or loss will help 
the parent more than the subsidiary. 

* * * 

Loss upon sales to relatives or your own corporation may be denied. No 
matter how honest or above reproach a loss on the sale of property is, the 
loss is not allowed if you entered into the sale with: a member of your 
family; a corporation 50 per cent of the value of whose stock you directly 
or indirectly owned; the trustee, if you are grantor of the trust, or the grantor 
if you arc the trustee (the same rule holds for sales or exchanges between 
trustees where trusts have the same grantor) ; the trustee of a trust if you 
are a beneficiary, or the beneficiary if you are a trustee. 

In counting what stock you own, add your proportionate share of: stock 
held by a corporation, partnership, or trust in which you are a stockholder, 
beneficiary, or partner; all stock held individually by your partners; and all 
the stock owned by your “family.” “Family” has a wide scope; it includes 
brothers, sisters, husband or wife, ancestors, and descendants. 

You never benefit by selling property at a loss when you are dealing with 
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the classes listed above. The aggregate taxes may be more by the time the 
property sold finally gets out of the related group. 

The limitations apply here only to losses. They affect the sales of all kinds 
of property. The rule is not restricted to losses on sales of stock. 

If you sell at a loss and come within one of these limitations, then not only 
are you denied the deduction, but your purchaser’s cost is limited to his cost. 
The result is that part of your original basis is never recovered by way of tax 
deduction. 

If you must deal with a related company or person, sell only the exact 
properties that can be sold at a gain. Sell the others (where there is a loss) 
to others. 

9. Discuss essential steps with your counsel 

There are other essential steps in a sale. If you have decided to sell, your 
stockholders, partners, or creditors may have to approve what you are doing 
You must have counsel on how to get their approval. 

If you are going to sell personal property (merchandise, stock in trade, 
fixtures), check with counsel on: how to comply with your state bulk sales 
act; how to satisfy any chattel mortgages, liens, and conditional bills of sale. 
If you are selling real property, check with counsel on these points: 

Find out whether you are to give a full covenant and warranty deed. You 
will be liable for any cloud on the title 

Consider having the buyer assume the mortgage, so that he will be respon¬ 
sible for the payment of interest and amortization. Perhaps you can be 
released 

Provide for the risk of loss between the period of the contract and closing, 
in the event of a fire or other casualty 

Make sure you get adjustment for all your payments of land taxes, water 
rents, payments to mortgagee, utility services (electric, gas, telephone, 
etc.), insurance payments on policies of fire, casualty, plate glass, etc. 

* * * 

Your obligations to your employees should be fully met. This includes all 
wages, salaries, commissions, or bonuses. If you have a pension plan or 
profit-sharing trust, ask counsel what happens to it in a sale. And check 
your union contract for severance pay. 

Make certain that all your accounts receivable will be paid. To ensure 
this you might: assign them to the buyer for collection, paying a fee for the 
services; sell them outright, the buyer doing the collecting; sell them as part 
of your business; sell them to a similar business. 

You want to adjust all your uncompleted contracts and commitments. 
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Study your deals with unions, sales, service agencies, contractors of every 

kind, insurance companies, or creditors. 

If you have inventions, patents, or copyrights or are operating under 
licenses, be sure you get a release from your obligations under the license 
agreements. 

Notify all governmental agencies, insurance companies, and utilities with 
which you have had transactions—for example, the Social Security Adminis¬ 
tration, unemployment insurance companies, or Workmen’s Compensation 
Insurance Board. 

If you do sell, see if you want an option to repurchase. The sales date is 
the best time to get an option, if you might wish to return to the business 
But. if you take an option, be sure your tax people explain the tax impli¬ 
cations. 
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1. Thorough market analysis. 

2. Be sure your product is right. 

3. Pricing the product . 

4. Have a defensible sales policy. 
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7. Limit marketing objectives; sell intensively 

8. Advertising . 
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Introduction 

Technology has now advanced to a point where it can be said that almost 
anything can be made for which a market exists or can be created. Since the 
Second World War, markets have expanded greatly as population and wage 
payments have increased. At the same time, rising costs have forced break¬ 
even points higher and profitable operation has become more and more 
dependent upon the function of marketing. 

Marketing embraces every step in the distribution process from factory 
door to ultimate consumer. The complete function makes use of many 
diverse talents and skills. Some of these are highly specialized. 

As markets have expanded and the need has become more acute for a 
rising volume of sales, the marketing of nearly all commodities has become 
more competitive. This more active competition has tended to emphasize 
the need for more dependable facts about markets and more skilfully 
planned and executed sales strategies. There is an increasing awareness on 
the part of manufacturers of the need to reduce costs of distribution. 

In this text much emphasis will be given to the importance of formulating 
a well-charted course based on marketing facts as opposed to haphazard 
decisions and procedures. The methods employed in market and sales 
analysis and the more common procedures used in marketing research will be 
outlined so that they may be used intelligently either in person or in the 
direction of others. 

Nine fundamental elements which are essential to a successful marketing 
venture provide the framework for this section. Each of these elements will 
be discussed in such a way as to impart a working knowledge of the subject 
and to stimulate further study should the solution of specific problems require 
it. Collectively these nine points should provide a practical and conservative 
formula predisposing the marketing program to success. 

This section is designed to provide practical help and guidance to the 
marketer of a new product whose plans are still in the formative stage. It 
should be helpful also to the manufacturer whose distribution is now local 
or regional and who is planning expansion into other markets. 

Need for a marketing program. Optimism and enthusiasm are necessary 
ingredients of a successful selling operation. They can, however, greatly 
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handicap a new product during the preliminary stages if they are allowed to 

influence its marketing prematurely or in a haphazard fashion. 

In the normal course, a new product is well out of the development stage 
before formulation of a marketing plan is seriously undertaken. Planning is 
time-consuming. So when the product is ready, there is a natural urge to get 

it into distribution. Sales are being lost. Why wait? 

These words of caution may be useful to such new marketers: In market¬ 
ing new products, there are more failures than successes. And among com¬ 
panies having well-established products, it is said by a research authority that 

42 per cent of all decisions involving marketing arc wrong. 

These are forceful arguments in favor of proceeding in accordance with a 
soundly conceived marketing program, even though so doing may involve 

J 


some loss of time. , 

When finally formulated, the marketing program should be reduced to 

writing. It should be complete. Statistical findings should be interpreted. 
Their significance should be crystal clear. Product tests and initial market^ 
ing tests should be provided for. The plan should be geared to a time sched¬ 
ule. It should be approved by company management and responsibility for 

its execution placed in the hands of a single individual. 

Once the program is adopted, all personnel having any part in its execu¬ 
tion should be thoroughly indoctrinated in their respective activities. 

Nine basic points that predispose a marketing venture to success. A com¬ 
plete marketing program has a number of different parts. These are inter¬ 
related and interdependent. Like the holes in a golf course, each part has its 
hazards which, if misjudged or slighted, can endanger the whole selling 
program. It may not seem important to have a sales policy that is defensible 
to all customers until you have to justify the refusal of a price concession to 
your largest buyer. But in that interview you will either gain or lose an 


important customer. 

Study each element in your marketing program with thoroughness. En¬ 
deavor to be objective in your thinking about it. Obtain as many facts as 
are available. Anticipate the difficulties and obstacles which you may 
encounter. Have sufficient flexibility in your plan so that you can meet and 


overcome them. 

Building a workable marketing program need not be a complicated pro¬ 
cedure if its various parts arc considered individually and in logical order. 
Here is a check list of the nine basic points that should predispose your 
marketing plan to success. This chapter will be devoted to development of 
the subjects suggested by these essential points: 


1. Analyze markets thoroughly 

2. Be sure your product is right ^ 
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3. Allow sufficient profit margin for adequate promotion 

4. Adopt a selfishly sound but defensible sales policy 
Know your competition, its pricing and sales policies 

6. Set up simple but workable sales controls 

7. Limit marketing objectives; sell intensively 

8. Advertise to build product familiarity 

9. Research continuously to improve product, to expand sales, and to 
lower selling costs 

7 . Thorough market analysis 

Establishing the sales target. The first requirement of a workable market¬ 
ing program is the establishment of a clearly conceived sales target or objec¬ 
tive. Start with your product: Does it represent an idea now unfamiliar to 
those who may buy it? Will its acceptance require a considerable amount of 
educational spadework or practical demonstration? 

Or is the product merely an improvement on other existing products which 
perform the same function? If an improvement, is this improvement clearly 
demonstrable either on sight or in practical use? Can the improvement be 
copied quickly by competitors, or are other improvements possible which may 
nullify your otherwise temporary advantage? 

How extensive are your aims for the new product, and do you have the 
capital to match competition and win your objective? Is your aim market 
leadership, or are you merely shooting at what you consider a “reasonable” 
share? 

Is the product to be a leader in a line of products bearing a family iden¬ 
tification, or is it to be one of a line already well established in certain 
markets? 

Do you now have a sales organization that can handle the product? If not. 
how large an organization will be required? What steps will you take to 
build a functioning sales force? Or will you make use of the services of 
brokers? 

Will it be more profitable to enter only selective markets which offer 
maximum sales opportunities or to aim for country-wide distribution? 

These and many similar questions must be answered as part of the proce¬ 
dure of setting up a clearly conceived sales target. 

Study and analysis of markets. The first step in compiling factual data for 
the marketing plan should be aimed at determining the size of the total 
market and its geographical and customer distribution. This involves obtain¬ 
ing answers to these simple questions: 

How many buyers are there? 

How much do they buy? 
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Where arc they located'’ 

How is the market divided among principal competitors? 

When these data have been compiled, it will be possible to estimate the 
market potential for the new product and to set a definite sales objective for 
the first selling period. 

This sales objective then becomes the “budgeted volume of sales” and 
provides the basis for territorial, branch-office, or dealer quotas. When used 
in conjunction with available selling costs per unit of goods sold, it may also 
be used to calculate the budgeted amounts available for direct sales and 
advertising expense. 

In obtaining answers to the first three questions relating to size of market, 
use is made of available published sales statistics and government reports. 
This is called the “direct data” method. 

When consumption or usage data are not available from these sources, it 
may be possible to make use of “related factors” which will indicate the size 
and extent of the market. For example, an automobile-appliance manufac¬ 
turer might use automobile registrations as a base; wired homes might pro¬ 
vide the base for a marketer of electrical household appliances. 1 

Manufacturers of industrial products may find it more difficult to esti¬ 
mate sales potentials than marketers of consumer goods. The industrial 
marketer’s sales opportunity may be measured in terms of factories, shops, 
assemblers, or distributors. Such data are available in the Census of Busi¬ 
ness. More specialized data on specific industries frequently arc compiled by 
the trade publications covering those fields. 

To obtain completely reliable and useful data, the industrial marketer may 
find it desirable to undertake a special study of the market for his products. 

Many trade associations compile periodic data on the total sales within a 
specific industry. Examples are the Radio Manufacturers’ Association and 
the Vacuum Cleaner Manufacturers’ Association. Selected Trade Associa¬ 
tions of the U.S., published by the Department of Commerce, will provide 
a list of these associations, their addresses, and the names of their secretaries. 

The following list, while not complete, will suggest sources of a wide 
variety of data useful in determining the extent of markets: 

Government publications: 

Decennial Census of the United States 

Census of American Business- 

United States Census of Manufactures 

1 American Management Association Marketing Series 71, Getting and Using Market 
and Business Data, 1948. 50 cents. 

2 “Business Can Use the Census,” from American Management Association Market¬ 
ing Series 63, Modern Market Research Procedures, 1946. 75 cents. 
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Federal Reserve Board Bulletins , published monthly at Washington, and 
locally by the several Federal Reserve Districts 

Publications of the U.S. Department of Commerce: 

Consumer Market Data Handbook 
Industrial Market Data 

State, Regional, and Local Market Indicators 
Survey of Current Business (monthly) 

Other sources: 

America’s Needs and Resources, edited by J. Frederick Dcwhurst and pub¬ 
lished by Twentieth Century Fund. $5 
Business publications 

Consumer magazines and newspapers (in principal markets) 

Market Guide, Editor & Publisher, Times Building, New York. $5 
Survey of Buying Power, published annually by Sales Management 
magazine, New York. $3 

Consumer Markets Analyst, published monthly by Standard Rate & Data 
Service, Chicago. .$10 a year 

Consumer Markets, published annually by Standard Rate & Data Service, 
Chicago. $5 

Detailed county data, extracted from the 1940 U.S. Census, are carried on 
punch cards and low-cost tabulations are available on special order from 
Bureau of Advertising, American Newspaper Publishers Association. 

Marketers of grocery and drug products may obtain useful data on the 
distribution and movement of principal brands in selected markets, based on 
store inventory studies maintained by a limited number of metropolitan daily 
newspapers. A list is obtainable from Bureau of Advertising, American 
Newspaper Publishers Association. 

A smaller number of daily newspapers operate consumer panels and issue 
periodic reports on purchases of grocery and drug products by panel families 
representative of the market populations. This is a partial list: 

The Chicago Tribune 
The Times, Los Angeles 
The Press, Cleveland 

Commercial Appeal-Press Scimitar, Memphis 
News-Sentinel, Knoxville, Tenn. 

A consumer panel is a representative group of families who report their 
purchases of certain products weekly or monthly along with other informa¬ 
tion relating to price and place of purchase. Consumer panels provide the 
means for the study of purchasing and usage habits of the same group of 
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families over long periods. From such studies many useful data may be 
obtained on brand switching, brand loyalty, average purchase per family, and 
frequency of purchase. As the characteristics of each participating panel 
family are known, the data may be analyzed by sex, race, economic and em- 

ployment status, size of family, etc. 

It is sometimes desirable, for example, to classify purchasers of a product 
into groups of “heavy users” and “light users,” and to determine the charac¬ 
teristics of the families composing each group. It is in such definitive studies 
that the consumer panel technique makes its most important contribution to 

the marketing specialist’s knowledge. . 

Reports based on data from a national consumer panel are available to 

subscribers to the service of Industrial Surveys, Inc., New York. The A. C. 

Nielsen Company, Chicago, supplies bimonthly reports based on inventories 

and purchase records from a representative group of food and drug stores. 

These are available to subscribers to the Nielsen Food Index or the Nielsen 

Drug Index. . , 

From the sources listed, the marketer should make a selection of those 

data that will be most useful in planning the marketing of his specific prod¬ 
uct. When compiled, the data should be classified, typed, and incorporated 
in a ring binder. With the addition of other basic data as planning proceeds, 
this volume ultimately should grow into a most useful source of facts about 

your marketing problems. . 

Here are some of the most common uses of the data described in the pre¬ 
ceding paragraphs: 

To determine total market and “potential” market for the specific product 
To determine the location and number of users 
In the establishment of sales territories 

As a guide in fixing territorial, dealer, and salesman quotas 
In the selection of markets for concentration of sales effort 
As a guide in the formulation of sales and advertising budgets based on 

potential or actual sales 

Quantitative market analysis as an aid in selective marketing . Markets vary 
widely in their capacities to absorb sales of any given product. 1 his is true 
of markets which appear to have like characteristics. So, almost from the 
beginning the new marketer will face the problem of market selection. 

If the product is a new one, certain markets will be selected for initial test 
purposes. This will be followed by a further selection of markets in which 

to expand selling activity. 3 

If the product is well established, selection will be necessary 0) lo lake 

3 American Management Association Marketing Series 75, Sharpening Sales Effort 
through Market Research , 1949. 50 cents. 
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advantage of more favorable sales opportunity, (2) to push sales in high per 
capita consuming areas, or (3) to attempt the development of subnormal 
markets. 

This selection will require the use of an index of some sort which will 
indicate with reasonable accuracy the relative importance of markets. The 
selection should never be made on “hunch” or by some random method 
making use of unrelated or incomplete statistical data. 

Much experimental work has been done in the field of index formulation. 
The new marketer is cautioned against attempting to formulate such an index 
for his company unless the nature of the product is such that none of the 
available indices are useful. 

The index most widely used by marketers is the index contained in the 
Survey of Buying Power, compiled and published annually by Sales Man¬ 
agement magazine. In developing this index, the editors assign 5 points to 
“per cent of U.S.A. effective buying income,” 3 points to “per cent of U.S.A. 
retail sales,” and 2 points to “per cent of U.S.A. population.” The claim is 
made by the editors that: 

This “per cent of U.S.A. potential” [the index] figure can be used without change by 
national marketers in setting up sales quotas on a fair and equitable basis, in dividing 
up sales territories, in setting reliable goals for distributors, by advertising agencies and 
advertising departments in breaking down their appropriations and in deciding where 
to put added pressure. 

In addition to the index, the Survey contains, for all cities of 10,000 pop¬ 
ulation or more, data showing the most recent estimate of population, of 
retail sales of foods, drugs, and general merchandise, and of effective buying 
income for the previous year. 

In summary form, other data deal with population, income, net farm 
dollars, and effective buying income for the 200 top-ranking counties in 
total population. 

Marketers of certain products may find it desirable to employ county data 
in their selection of markets. The 1940 Census shows 318 counties of a total 
of 3,071 which accounted for retail sales of $20,000,000 or more. These 
“key” counties were credited with 72 per cent of the country’s retail sales. 
The same counties contained only 59.5 per cent of the families. These 
counties were well above average, therefore, in retail sales per family, had a 
relatively higher concentration of population, and had retail outlets which 
were susceptible of development with the least sales effort. 

The marketer of a new food or drug product who decides to make use of 
county data as a basis for his selection of markets should by-pass such 
extremely large markets as New York, Chicago, and Philadelphia in his 
initial marketing plans. These are difficult markets in which to pioneer 
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because of their size, mixed populations, racial differences, and diversity of 
advertising mediums. To exploit these markets profitably rec ^ es 
immense amount of capital and continuity of effort. Many nat.onal m - 
koters of consumer goods have inadequate d.stnbut.on m the New York 
market, for example, but are unwilling to make the investment required o 
develop the New York market at a possible sacrifice of sales m other wcll- 

Ci °in dictek-ction of “test” markets, a good rule to follow is: Select markets 
which are in the 100,000 to 200,000 population group and which are isolated 
from the influence of other marketing centers. Test markets for c ° ns “'™ : 
packaged products will be more representative if they are both industrial and 

{:i 7se7TmaLting research. Marketing research is a useful tool of man¬ 
agement in finding solutions to a wide range of business and marketing 
problems. In its broadest sense its purpose is to provide a factual basis for 
decisions. In aiding in the solution of marketing Problems -narkeUng 
research makes use of the techniques and procedures of many sciences. 

ad On!ya fewof^hc v^ry largest manufacturers find it profitable to^engagei a 
sufficiently large staff of research technicians to undertake marketing 
search on their own account. A somewhat larger number employ a research 
director and depend upon commercial research organizations for planning 

and execution of their marketing studies. • ■ _ c 

Although many large and successful companies have made "greasing 
of marketing research in recent years, many businessmen are reluctant to 
enlist the aid of an outside organization in the solution of t e.r pro • 
Some of these question the ability of “outsiders, unfamiliar with their busi 
nesses” to turn up new and useful information. Others are unw.lhng to 

invest sufficient money to assure the employment of a r <' c °S nlzcd rese ^ C 
organization whose work will be useful and dependable. As a result, bust 
ness as a whole underspends for research in relation to expenditures for 

advertising and other sales promotional activities. 

The limitations of this text preclude the inclusion of a comprchensiv 

summary of the techniques of marketing research. But every 

have a working knowledge of research methods in order to deal mtclhgen y 

with those entrusted with his work/* 

Here are some suggestions that will prove useful: 

Sufficient time should be allowed to complete the work in an orderly 
manner „ 


4 See Marketing and Distribution Research by Lyndon O. Brown, 
pany, Ntw York, 1949. $5. 
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It is a mistake to invite bids from several research organizations of unequal 
experience or reputation. You will get about what von pay for 

Provide sufficient funds for the use of an adequate sample 

Refrain from incorporating questions of little consequence in the ques¬ 
tionnaire; the chances favor more accurate responses if your ballot is 
not too long 

See to it that the questionnaire is pretested, that it elicits the kind and 
quality of information you are after 

Marketing research requires a combination of technical training and busi¬ 
ness experience; try to find both in the organization you employ 

Marketing research employs three principal methods: (1) the survey 
method, (2) the observational method, and (3) the experimental method. 

The survey or questionnaire method is most useful if the response involves 
a simple statement of fact. The respondent acts as a reporter of his own 
acts or of conditions with which he is familiar. Direct answers are sought 
to simple questions. The method requires extreme care in questionnaire 
phrasing. The question “What brand of coffee do you usually buy?” if 
rephrased to read “When you last bought coffee, what brand did you buy?” 
for example, may bring forth a quite different response. 

The consumer-panel technique, previously described, makes use of the 
survey method by seeking direct answers to such questions as “What brand 
did you buy? When did you buy it? What did you pay for it? Where did 
you buy it?” 

The observational method relies entirely on the reporting technique. Re¬ 
search workers who collect the data frequently are unidentified and ask no 
questions. They simply report what happens under certain conditions in a 
uniform manner so that results may be measured and analyzed statistically. 

Gasoline and oil marketers, for example, check the services afforded by 
filling-station employees by the observational method. Observers drive into 
stations with low gasoline tanks, underinflated tires, and dirty windshields. 
They report on the extent to which routine service measures are performed. 

A distiller was able to obtain an accurate measurement of the extent of 
substitution for his brand when it was ordered by drinkers at bars. Ob¬ 
servers, stationed in bars long enough to witness 10 transactions in each 
place, reported the brands ordered by drinkers and the brands they were 
served. 

Observers stationed near the checking stands in supermarkets reported 
on the frequency of purchase and distribution of purchases among the vari¬ 
ous brands of a frequently bought food product. 

Pantry checks and distribution checks also use this method. 

The experimental method is sometimes used to test store promotional 
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schemes and the efTectiveness of advertising themes or package presentation. 
The theory requires the matching of several test areas with an equal numhei 
of control areas. In practice, sales in each group of stores are carefully 
checked by the inventory and purchase method and comparisons made for 

some specific time period. 

The weakness in this method springs from the chance of the intervention 
of some set of influences which will affect sales in one group of stores but 

not in the other group. 

The method is especially useful for testing store displays and packaging 
changes. Two matching groups of stores are selected and different displays 
installed in each group (or no displays in one group). Sales are checked 
carefully for a period; then the displays are reversed as between the two 

groups of stores and again checked for an equal time period. 

The use of “open end” or “why” questions in connection with the survey 
method, although not uncommon in practice, is open to many opportunities 
for error. These dangers are double-edged. On the one hand the respondent 
may not clearly understand the precise type of information that is sought 
in the question, but since it has been asked, she feels constrained to give some 
sort of answer. And again, the reasons for her attitude or for her action 
may not have been clear to her at any time, so she finds it difficult to describe 

the reasons now at the time of interview. 

Finally, such questions always result in many responses which are difficult 

to categorize and the sense may be changed in editing as a preliminary to 

tabulation. This can lead the analyst astray and result in conclusions which 

are at best suspect. A 

Questions dealing with attitudes and opinions should not be incorporated 

in questionnaires under the survey method unless phrased by an experience 

technician. Even then they should be carefully pretested. 

Pretesting of marketing procedures. Every marketing procedure requiring 
the expenditure of a substantial sum should be tested thoroughly before 
being given broad application. It is seldom good judgment to rely upon an 
executive’s own observations, since he may be influenced stiongly v is 
contacts with larger customers. This is most frequently true of decisions 

affecting price and advertising appeals. 

The sales manager of a company producing a household appliance that 

was sold from door to door found that sales were being impeded by a partial- 

payment plan which was no longer attractive. He instituted five tests of 

different payment plans in as many sales areas by telephone. By maintaining 

close telephone contact with field offices, he was able at the end of a week 

to proceed confidently with a new payment plan which was successful in all 

parts of the country. 
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Large marketers of packaged consumer goods have a routine practice of 
pretesting advertising copy, store promotion plans, and premium and contest 
offers before making important commitments in sales work or advertising. 

Frequently the need for immediate action prevents adequate pretesting. 
This can be overcome only by advance programming and by having in 

reserve certain pretested sales devices with which to meet competitive emer¬ 
gencies. 

Advance planning does not pose an insurmountable problem. One of the 
largest marketers of soap products schedules sales activities in behalf of more 
than a score of promotional brands 1 year in advance. The program requires 
skillful coordination of brand and display promotion by salesmen and the 
company’s various advertising agencies. 

In pretesting sales-promitional devices it is important to keep in mind the 
need for adequate control procedures in order that reliable and objective 
comparisons may be made. 

It would be of little value, for example, to run a test of store displays if 
sales were recorded only for stores in which displays were made. The natural 
expectancy would be for sales in these stores to increase. 

Some of these increases might come, however, at the expense of stores 
without displays. The only way the advertiser can determine the net change 
is through a comparison of sales in two groups of stores. 

Common marketing errors. The almost unlimited opportunity for applica¬ 
tion of marketing research to business problems may be more clearly under¬ 
stood by examination of a list of the most common marketing errors recorded 
over a 3-year period by the A. G. Nielsen Company. 5 This company has an 
unusual opportunity to witness the sales strategies of many of the largest 
companies in the grocery and drug fields and then, through the Nielsen 
service, to observe results. Nineteen common errors are listed: 

1. The average executive overestimates his company’s percentage of the total market. 
Perhaps it is natural to belittle one’s competitors. 

2. The average executive greatly overestimates the percentage of prospects who— 

a. Have heard of his product 

b. Understand its virtues 

c. Believe the claims made for it 

d. Are using the product 

e. Have found the product satisfactory 

3. The average executive overestimates the importance of his competitors as a sales 
obstacle and underestimates the opportunity for creating new business. 

4. The average executive thinks his product suffers a good deal more from price resist¬ 
ance than it actually does. 

5. The average executive underestimates the virtues of his competitors’ sales policies. 

5 F. K. Leisch, A. G. Nielsen Company, address before American Management Asso¬ 
ciation (American Management Association Consumer and Industrial Marketing 
Series C.M. 24). 
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We usually find that competitors arc using methods which get results, but which 
our client has assumed are “all wrong.” There is a strong tendency to credit the 
competitor with less brain power than he actually possesses. 

The average client has an exaggerated conception of his standing with the trade. 

He is usually surprised at his low percentage of displays and special sales. 

The average executive fails to gauge accurately the relative values of various sales 
and advertising appeals. This results in the frequent use of weak appeals and the 
overlooking of appeals that have the power to increase sales. 

Overestimating the success of a deal. 

Overestimating the success of a new product or size. 

Unsound distribution of effort— 

a. By city-sizes (e g-, neglect of small cities) 

b. By seasons . . t . 

Unwillingness to allow sufficient time to really complete a testing operation, keel¬ 
ing that it is necessary to meet promptly some competitive campaign, but realizing 
that the best method has not yet been determined by testing, the management often 
proceeds halfheartedly—on too small a scale to produce satisfactory sales results. 
We recognize that there are some situations that really demand prompt action, but 
there is a solution for this problem. Start testing in advance, before the need for 

a new campaign becomes acute. . 

Testing the effect of displays or other merchandising operations by measuring sa es 
only in the cooperating stores. These stores may make their gains at the expense of 
neighboring stores, in which case the manufacturer gains nothing. 

Placing too much reliance on the executive's own observations—failing to realize 
that these observations may not be wide enough in scope to be representative. A 
good example is the average price to the consumer, which is almost always esti¬ 
mated too low, because the average executive has more contact with the chains and 
the price-cutting independents than with the average stoic. 

Refusal to face the facts promptly when sales decline. 

Unwillingness to study and dig—to analyze complex statistics. The head of one 
large business asked us to summarize the results of a $20,000 survey in two or three 
sentences. It takes an average of 4 hours for a group of executives to absorb the 
important facts in each bimonthly Index report. Some companies have 15 execu¬ 
tives present at each such meeting—including the president and four vice-presi¬ 
dents. Attempts to oversimplify are often fatal. Marketing is no longer simple. 
While one simple idea ( e.g ., halitosis or B.O.) may sweep all before it and win big 
success regardless of attention to details, these occurrences are rare. The executive 
who counts on finding such a cure-all is likely to find himself face to face with the 

sheriff. , , 

Tendency of each department or function to claim all the credit for sales gains and 

blame the others for declines. Our data show that making a profitable sales vol¬ 
ume is a cooperative job, to which many factors contribute. It pays to spend less 
time protecting your own position and concentrate on getting the facts and apply¬ 
ing them to increase profits. 

Failure to meet competitive increases in advertising. Maintenance of your per¬ 
centage of the total market requires maintenance of your percentage of the total 
promotional expenditure—barring some definite improvement in the effectiveness 
of your work. To protect against this danger, measure the expenditures of com¬ 
petitors and calculate every month your percentage of the total expenditure. 
Refusal to admit the high percentage of error in executive judgment on marketing 
questions. Our records, based on tests made over a period of years, have proved 
that the average executive is right, or substantially so, in only 58 per cent of the 
cases. The lowest record made by any company is 42 per cent and the highest is 
72 per cent. The 42 per cent erroneous decisions place a staggering financial bur- 
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den on any business. No wonder there is so much complaint about low prolit 
margins! 

19. Refusal to spend enough money for marketing research. Authorities state that 
business spends $200,000,000 annually for production research but only $5,000,000 
for marketing research, in spite of the fact that marketing is further from perfec¬ 
tion and hence might justify more research. 

2 . Be sure your product is right 

Preliminary considerations in new product development. Preliminary to 
entering into the formulation of a new product marketing plan, several 
fundamental questions should be answered. These are not directly related 
to the characteristics of the new product but rather to the effect of its intro¬ 
duction upon the business as a whole. 

Assuming other products already are being sold and the new product is an 
addition to the line, consideration should be given to these points: 

What are the profit possibilities if the same expenditures were to be 
applied to more intensive promotion of existing products, i.e., increased 
advertising and sales pressure? 

Will the introduction of the new product tend to lessen interest and sales 
effort on established products? 

Gan the new product be sold through the same distribution channels as 
our other products and by the same sales organization? 

Rather than to add a new product, might it not be more profitable to 
simplify the already established line (elimination of slow-moving 
designs, colors, or sizes) and to increase the promotion of demand items? 

If the new product represents a new marketing venture, then serious 
consideration should be given to the ability of the new product to carry all 
selling costs. Unless the unit selling price is high and affords a substantial 
margin, it may be necessary to find some way of selling the product other 
than through your own sales organization. Few packaged consumer prod¬ 
ucts, for example, afford sufficient volume alone to carry the expense of a 
sales organization. 

This may make it desirable to sell through sales agents, brokers or dis¬ 
tributors, or to effect a selling arrangement with another manufacturer. 0 

If introduction of the new product involves the entry of an established 
company into new and unfamiliar channels of distribution, how will the 
product be sold? If it is planned to use an existing selling organization, its 
adaptability to the new trade channels should be appraised. Consideration 
should be given to an arrangement which will employ salesmen who are 
familiar with trade practices in the new field. 

6 “Wholesaling in Our American Economy,” supplementary issue of Journal of Mar¬ 
keting sponsored by the National Association of Wholesalers. 
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New product development check list. If the questions raised in the previ¬ 
ous paragraphs have been satisfactorily answered, a check list should be pro 
pared specifically for the new product to make sure that every essential 

point has been covered by your preliminary research. 

Answers to many of the questions suggested by the check list will come 

from internal sources. Others will require reference to some of the statistical 
sources previously listed. Some of the points can be developed only after 
surveys have been conducted among users and the trade. These surveys 
need not be elaborate but should be sufficiently extensive so that dependable 

conclusions may be reached. 

This check list, while not all-inclusive, will be useful as a guide. Revisions 
and additions may be made to adapt it more specifically to the new product: 


Estimated costs of development 
Estimated manufacturing cost 
Factory selling price 
Spread available for selling costs 
Factory inventories and warehousing 
Completely manufactured or assembled 
Advantages over existing products 
Are advantages easily demonstrated? 

Does it represent good value? 

Can you dramatize its sales appeal? 

Does it meet present market needs? 

Comparison with competing products 

Docs product capitalize on company strengths? 

Standing of company with trade and consumers 

Standing of principal competitors 

Extent of profitable markets 

Location of principal markets 

Channels of distribution 

Sales potential for industry 

Sales potential for new product, total and by markets 
Is your consumer price psychologically sound? 

Can this price be maintained? 

Production cost data at various levels of output which might afTect pric 
ing policy 

Are your discounts designed to encourage support from distributors? 

Are quantity discounts defensible, if used? 

Trade practices in industry 

Advertising required in introductory stages 

Advertising budget first year 

Budget of selling costs 

Estimated profits at various sales levels 
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Servicing requirements by factory branch; by distributors 

Selling aids to distributors and dealers 

Visual aids to salesmen 

Integrated merchandising plan in field 

Advertising theme 

Proper distribution of advertising to profitable markets 
Sales quotas by territories 
Field sales supervision 

The product: its design and package . A good product affords the greatest 
security against competition. It should give satisfaction and bear out the 
claims made for it. It should have eye appeal and look like good value. 
These qualities should be quickly apparent to consumers and to those who 
sell the product if it is to enjoy volume sales and low promotional costs. 

In readying the new product, the marketer should be conscious of the pos¬ 
sible repercussions from incomplete or inadequate planning and product 
testing before putting the product into distribution. 

Many product deficiencies do not develop until some time after the proc- 
uct goes into use. If such deficiencies prove to be serious, it may be difficult 
to regain the confidence and support of dealers or retailers after corrective 
measures have been taken. Almost certainly it will be necessary to pick up 
goods and make refunds to dealers for all defective or unsatisfactory mer¬ 
chandise. 

Assuming the essential preliminary research of products and markets has 
been completed, there are additional steps which may be taken immediately 
before and during the design process which will help the manufacturer avoid 
some of the more common mistakes. These steps are: 

Make certain that sufficient market, consumer, and design facts are at 
hand before too many dollars have been spent on development work 
If the product is to be designed outside the company, hire good firms to 
do the work 

Design or develop a product fitted to consumer needs and desires 
Test the product in a laboratory and on consumers under actual use 
conditions before placing it on the market 7 

A thorough analysis of all factors affecting the problem should be made 
before engineering design and development work are undertaken. Informa¬ 
tion can be collected and assembled through a search of patents, technical 
and trade literature, and government reports and studies. This preproject 
investigation is important because it may produce— 

7 Gustav E. Larson, Developing and Selling New Products, Chap. 3, U.S. Depart¬ 
ment of Commerce, Washington, D.G., 1949. 25 cents. 
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Data, or methods of attacking problems 

Information relating to previous attempts to develop a ^‘milar prodt 
Expired patents which could not be developed previously but which may 
now be practicable because of technological advances 
Information about new materials, processes, or theories which can be 

applied to product development 

If a design or product engineer is engaged, his work will be greatly en¬ 
hanced if the manufacturer provides the most complete facts available 

relating to the proposed product. 

In addition to the data which will come from the types of market analysis 
previously described, it will be most helpful if throughout the designing and 
engineering period, specialized guidance can be obtained from purchasing 
agents, supply houses, and manufacturers’ representatives who are familiar 

with the needs of the market. . . . 

Patent and legal matters should be treated as important preliminaries to 

oe handled by competent legal counsel. 

If the new product is a packaged food for human consumption ‘he pack¬ 
age label should conform to regulations of the Food and Drugs Act. test, 
in general, require a proper description of the product and a list of its 
ingredients. Since the labeling of the product may be closely associated 
with the advertising claims which are to be made for it, it may not 
amiss to make a search of recent rulings of the Federal Trade Comm.ssmn 
respecting related products. A drug product may require certain clinic. 1 
tests, for example, to support advertising claims to be made for it. 

Here in capsule form, are the principal stages in the developmen of a 
new food product: The new-product idea is developed experimentally by 
the research laboratory or the product-engineering department 01 bot . 
Small sample runs are made to show the variations possible in the finished 
product. These differences may relate to taste, appearance, or cooking 
qualities. These samples are then tested in a kitchen laboratory, where it is 
possible to simulate home conditions. At this stage the most promising 
samples arc returned to the research and product engineering departments 
for further recommended changes, and the series of tests repeated. 

When a satisfactory product emerges, the market-analysis department 
initiates studies to determine necessary facts relating to competitive products, 

potential sales volume, etc. 

A next step may take samples of the product into other laboratory kitchen, 
such as Good Housekeeping Institute or the Herald Tribune Institute where 

other cooking experts pass judgment upon them. 

Finally the product will be tested either by a consumer jury or by place¬ 
ment of the samples in representative homes. These tests generally employ 
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two samples, one of the new product and one of the largest selling competi¬ 
tive brand. These are packed in plain packages designated only by letters 
or other symbols. Housewives are asked a series of questions designed to 
develop their opinions rather completely about the two products. 

If no changes are indicated by this consumer research, then the product is 
put into limited distribution in a few cities or in a limited sales area. Intro¬ 
ductory advertising is scheduled, store promotions are arranged, and sales 
and inventories are checked in a representative group of stores. Later on, a 
sample of consumers may be interviewed to obtain data on the opinions of 
users. 

If the product successfully passes all of these tests, plans are then com¬ 
pleted to place it in the line in general distribution. Such plans will incor¬ 
porate the experience gained in marketing the product in the limited test 
area. 

It is of the utmost importance that sufficient time be allowed to afford 
complete pretesting of any consumer product under actual use conditions in 
the homes of unbiased users. The collection and interpretation of data bear¬ 
ing on these tests should be left to a competent research technician. 

Packaging the new product. No single element in the marketing plan 
deserves more care and study than the selection of a successful package 
design. The package design is the product’s best advertisement, since it can 
and will sell without the direct aid of other advertising media. As a means 
of speedy brand identification it says “Here I am” to the shopper who has 
already been influenced by conventional forms of advertising. 

Package design has two important aspects. One is primarily functional: 
protection for the product, ease of handling and storing, and convenience 
of mass display. The other has to do with sales appeal and makes use of 
color, shape, size, and arrangement. 

Both aspects of package design demand studied consideration of the steady 
growth of self-service and “open mass display” merchandising. In grocery, 
drug, variety, and even department stores new techniques are constantly 
being developed to encourage the public tendency to buy an ever-widening 
variety of merchandise on “impulse.” The purpose is to move goods toward 
the consumer by the speediest and most convenient means and at lowest 
cost for clerk hire. Selling under conditions of “automatic” mass merchan¬ 
dising demands a package that will stop shoppers, stimulate their interest, 
and encourage them to buy. 

Package design therefore parallels product development as one of the 
important decisions for top management. 

The following summation of the means by which package design builds 
sales is quoted in substance from a bulletin of the Department of Commerce. 
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It will provide a useful check list for the appraisal of package design in the 
consumer-goods field: 8 

The package must attract attention. It must compete effectively in the 
all-important split second to catch a prospecive purchaser s eye and hold 
it. Color, design, shape—all are major tools in accomplishing this 

Thfpackage must tell the product story (informative labeling). What is 

it? What size? How much? T . , 

The package must build confidence. Is it the quality wanted Is its maker 

reliable? Is it fresh? Is its original quality fully protected. The quality 

product must look its worth 

The package must look clean and sanitary. Shoppers are becoming moie 

sanitation-conscious , 

The package must be convenient to handle , to carry out of the store , and 

to use. Improved opening devices and reclosures on packages are exam¬ 
ples of satisfying the public in this direction , . . 

The package must look like good value. Housewives are finding that their 

dollars will not go as far as before in buying food and other com¬ 
modities. The package that looks like “full money’s worth is likely to 

do a real job in clearing up doubts 

The package must look like a fast seller. The shrewd retailer knows that 
fast turnover is one of his principal assets. His past experience concern¬ 
ing which types of packages sell and which do not will be drawn on in 
making his decision whether to stock the packaged product you are 

offering him 

The package must deserve a preferred display. Every retail store has its 
choice spots—the place where things sell rapidly. The package must 
so impress the dealer that he just naturally gives it a chance to go to 

work 

The package must minimize the clerk's time. The package that answers 
questions and tells its story quickly means faster handling 
The package must be convenient to stock and display. Packages that 
topple over, that will not stack, or that roll around arc troublesome and 

need improvement 

The package must prevent spoilage during the selling period. The product 
may be good when it leaves your plant, but what is its condition when 
it goes out of the store and into the home? This determines the degree 
of protection needed 

The package must resist soiling. Dust and handling are constant enemies 
attacking packages that were once clean and attractive. How do they 
look out in dealer’s stores? 

8 L. B. Steele, address before National Packaging Exposition, sponsored by American 
Management Association (Packaging Series 19). 
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Manufacturers should bear in mind that the housewife is interested in the 
functional performance of the package in the kitchen as part of the house¬ 
keeping operation. Sales Management magazine asked 455 women in 10 
cities for their opinions about food product packages. The findings, in 
condensed form, established that women are influenced in their preferences 
and dislikes about packages from six angles: 

1. Is it easy to open? 

2. Is it convenient and sanitary in storage when partly empty? 

3. Does it function correctly in the cooking operation? (For example, if it 
is a product like baking powder, is it convenient to measure?) 

4. Does it make purchasing easier, faster, or in some other way more 
satisfactory? 

5. Is the container reusable? 

6. Does the package in any way save time or labor in the kitchen? 

A leading package designer classifies package evaluation into three phases: 

The first considers broad consumer preferences. There are “bathroom” and “kitchen” 
colors, “industrial” and “ethical” colors, age and income preferences, regional influ¬ 
ences. We know that low-cost kitchen items move most rapidly in bright red, and that 
food packages with realistic illustrations of the contents outsell those of abstract design. 
These and countless other generalizations are observations of wide market preferences 
gleaned from practical experience and augmented every day by further marketing 
surveys and consumer research. 

After masses of preliminary sketches are prepared a choice is made among preferred 
designs and we enter the second phase. Comprehensives are prepared. These are dum¬ 
mies painted to appear exactly like production packages. The choice among these is 
then narrowed down even further by small consumer panels representing a balanced 
cross section of the market for a specific product. Though not always conclusive, the 
reactions of consumer panels can be indicative of what may be expected in a larger 
market. 

There are also instruments that measure the eye movements of an observer of a pro¬ 
posed package. By recording how the eye scans a package, we can tell what parts of the 
package contain greatest interest, what elements are seen first. These and many other 
means are used to help package evaluation at the comprehensive stage. It is important 
because changes at this stage are inexpensive; after distribution, costly. 

The third phase of evaluation (probably the only conclusive means) lies in actual 
test sales. The proposed design is put in limited production, sold in test areas, and 
checked against known norms. If sales increase, the package has found new customers. 
If sales remain increased, the new package has proved its merit. Test sales also afford 
an opportunity to prove the functional aspects of a package. 9 

Since the package assumes such importance as a self-selling device, skillful 
labeling offers wide opportunities to tell the consumer how well it is made, 
how to use it to achieve best performance, suggestions for multiple uses and, 
if it is a food product, a limited number of tested, foolproof recipes. 

On the other hand, the two sides of the package which will be exposed to 
view on the retailer’s shelf should be simple, easy to read and uncluttered. 

9 Marketable Packaging, Lippincott & Margulies, New York, 1949. 
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A good package design should reproduce well in either black-and-white or 
color advertising. Similar attention should be given to the reproductive 
qualities of the package when televised. 

3. Pricing the product 

Assuming that your marketing plan has now developed to the stage where 
it is possible to estimate with reasonable accuracy the product s sales poten¬ 
tial vou will have obtained from the product.on or engineering departmen 
schedules indicating “prime costs” at various volume levels. Under normal 
operating conditions these should be the most stable components of your 

selling price to trade and consumer. 

The next step in determining selling price will require a budget of sc 

costs. This should be based upon a volume of sales which is attainable under 

normal conditions. Such a budget will include supervisory and field selling 

costs, advertising, special promotional expense, transportation and warehous- 

ing, other miscellaneous items of fixed expense, and budgeted profit. 

unit cost or “cost of sales” will be the sum of all of these. 

Using “cost of sales” per unit as a base, the usual trade discounts curren 

for the' distribution channels through which the product will move are next 

added, one by one. The resulting figure should be the final selling pri 

to user or consumer. , , e 

Comparisons can now be made with the prices of competing brands of 

similar merchandise by reference to the analysis of markets. Such comp, 
son may suggest the need for cutting costs somewhere along the line. 

It is not always necessary or desirable to have a lower selling price than 
competitors. If your product has some demonstrable ^vantage wh.c 
represents a “plus value” and a higher price can be obtained without 
sacrifice in volume of sales, then your selling price should reflect this value. 

In a product used by industry such “value” may consist of laborsaving 
characteristics or of opportunities for improved production methods which 
justify the higher price. Consumers are sensitive judges of value, an 
since thev have access to a large number of different brands, se mg price i- 
very likely to be influenced by the sales activity of the fastest selling brands^ 
In building the sales budget and in setting a schedule of selling prices, th 
following check list may enable you to by-pass some common errors: 

Allow usual and adequate discounts for distributors, wholesalers, and re¬ 
tailers or for whatever type of seller is essential to your plan of 
distribution. This is essential even though all of the discount may n 
always be retained if the item is a popular, fast seller. A ‘free market 
is desirable up to the point that price-cutting causes a product to lost 
the support of important sellers. For example, for many years the lea 
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ing brand of coffee was handled by New York grocery wholesalers and 
retailers at a markup ol / 2 cent a pound, or six cents a case, when the 
normal discount to jobbers amounted to more than 50 cents. Consumers 
were able to buy the product at about 10 cents a pound less than the 
price which would have resulted from a normal markup by jobbers and 
grocers. Demand was so heavy and turnover so rapid that the manu¬ 
facturer suffered no loss of trade cooperation. 

Price your product so that you can remain competitive. This does not 
mean that you must have exactly the same selling price as your principal 
competitor. Determining whether you are competitive requires a keen 
sense of what constitutes “value” to the purchaser. A soap manufac¬ 
turer, for example, might offer a slightly larger package at a higher 
price than competitors but at a lower price per ounce of product and 
be actively competitive in the judgment of housewives. 

In pricing consumer goods a “psychological price” is of marked advantage, 
even for merchandise of quality appeal. Most people have well-con¬ 
ceived ideas of what they should pay for merchandise. Try for a retail 
price of $4.95 rather than $5, or 95 cents rather than $1; or have a 
single unit price which suggests multiple selling at a special price such 
as 15 cents (two for 25 cents) or 9 cents (three for 25 cents). The sales 
volume of a well-known gelatin dessert was doubled in 3 years by a 
decline in manufacturer’s selling price from $3.03 to $2.53 a case. 
Independent grocers had sold the product at 15 cents or two for 25 
cents when the cost per package was 8/ 2 cents. The lower price induced 
retail prices of 10 cents or three for 25 cents in independent stores, and 
even lower prices in chain stores. A distiller enjoyed a tremendous 
volume of business on straight whisky at 95 cents a half pint; at $1.10, 
necessitated by a higher tax, sales plummeted and the product was 
removed from the market. 

Manufacturers’ selling prices should allow an adequate margin for con¬ 
sistent advertising plus a calculated “reserve” with which to match or 
offset special promotions by competitors. The existence of a budgeted 
reserve fund makes it unnecessary to obtain executive approval when 
emergency measures are necessary. Failure to institute competitive 
measures decisively and promptly may mean loss of volume and prestige. 

If your pricing schedule provides quantity discounts to large customers you 
may be required under the Robinson-Patman act to prove that lower 
quantity prices are justified by selling economies. Some manufacturers 
sell direct to large retailers at prices comparable to those obtained 
from wholesalers if buying is on a volume basis. If volume is the 
criterion for placement on the “direct” list, the Robinson-Patman act 
may apply. If your marketing plan offers cooperative or other adver¬ 
tising, display or promotional allowances to volume purchasers, similar 
smaller scale plans must be made available to smaller volume purchasers. 
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Adhere rigidly to your price list. Customers exchange information rather 
freely Nothing breeds distrust and encourages price haggling quicker 
than a rumor of a special “deal” or price advantage obtained by another 

u C ™ C not to put a product under “fair trade” until such action is 
1 dictated by ample experience. Then the seriousness of the problem will 
have to be appraised by the affected manufacturer. Be on guard against 
aggravated need for such action based on reports of salesmen in the 
fiefd Among merchandisers there arc two schools of thought relating 
to “fair trade.” A “free market” is generally preferable up to the point 
at which price cutting causes widespread loss of dealer cooperation. 

It is desirable in establishing both sales and advertising budgets to use a 
fixed sum per unit or case in determining amounts of expenditure. If sales 

exceed budgeted amounts, then advertising expenditures sh ° ult ^ b " ' 

If sales are being made profitably, selling costs per unit should tend to de- 

dine as volume increases. . .__ 

In most decisions as between a lower selling price and no advertising o 

promotional expense, and a normal selling price and adequate promotional 

expenditures, security over the long haul will favor the latter course. 

4. Have a defensible sales policy 

A manufacturer will build either a good or a bad reputation with the trade 
primarily through his sales policy. It is, in substance, a declaration of bus- 
ness principles. It should be selfishly sound for the manufacturer but fair 
to all his customers. It should be defensible by all members of the sales 

organization to customers of every size and classification. 

A soundly conceived sales policy should be sold to company salesmen and 
to customers as a means of stimulating confidence, a cooperative attitude, 

and wholesome respect. 

Such a policy precludes the negotiating of special “deals with arge - 
turners. On the other hand it is defensible to classify customers by size o 
order or annual volume of purchases and to sell outlets of every type that 

can and will qualify. , . 11 u:. 

The manufacturer of consumer goods can no longer afToi 

goods only through those outlets which traditionally have been h.s only 

source of volume in view of the development of giant retail outlets which 

sell many classes of merchandise. • 1 

This suggests the classification of customers by volume of sales. It specie 

allowances are made for drop shipment, pool-car shipments, or specia 

cooperation, these should be made available to all customers on the same. 

terms within the same territory. 
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Uniform policies should be established with respect to returned or unsold 
goods. 

Merchandise should be regarded as “sold” only when it has moved into 
the hands of the user or consumer. While in the hands of jobber or retailer 
it stands as a liability of the manufacturer, blocking future sales. 

5. Pricing and sales policies of competitors 

It is essential to know who your important competitors are, their sales 
policies, the selling methods employed by their men, their promotional in¬ 
ducements, and their price lists. To a successful sales manager such knowl¬ 
edge is like a football captain’s knowing the weight, speed, and passing 
capabilities of the opposing team. 

Many buyers and purchasing agents consider it legitimate to pit one manu¬ 
facturer against another in an attempt to obtain some price advantage. 
Salesmen of competitors are constantly trying to wean away from you your 
most important customers. 

In judging the validity of reports of competitive activity originating with 
your salesmen, the facts about your competitor and his policies are important. 
Much of this information can be obtained from your customers. 

When your salesmen lose orders, try to find out the reason objectively. 
Your competitor may have a better salesman calling on that buyer. 

One of the most common explanations advanced by salesmen and terri¬ 
torial sales managers for a sales decline is the activity of “cheap competi¬ 
tion.” Companies which have priced their products well above competition 
are especially sensitive to this line of reasoning. The remedy generally 
discussed is a “price reduction.” 

Price reductions react unfavorably on profits unless such price declines 
result in large increases in dollar volume. It is not wise, therefore, to jump 
to the conclusion that volume is being lost to lower priced competition with¬ 
out adequate facts. 

A high-priced consumer product can suffer from a shift in economic con¬ 
ditions. If it is sold in only one size, the demand may have a tendency to 
shift to the smaller size unit of a competitor. Competition may be out¬ 
advertising and outpromoting your product in volume markets. Rely on 
research to get the facts. 

The local or regional manufacturer or packer of food products frequently 
maintains his volume in a limited market through his ability to price his 
product enough below the products of competing national advertisers to 
make his price attractive to consumers. Coffee is a good example. In many 
important markets there are local or regional brands which outsell the 

national brands for this reason. 
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Most of these brands owe their early growth in popularity to the “price 
umbrella” of the national brand which could not adjust prices, market v 

market, to meet local competition. 

It is of course illegal to conspire with your competitor to fix or control 
prices. But there is no objection to your discussing with him such matters 
as trade practices and the idiosyncrasies of customers and markets. 

Two leading food manufacturers had succeeded in developing complete 
dominance for their respective brands in two widely separated geographical 
areas. Every year manufacturer A would release an extravagant, high-cost 
promotion in manufacturer B’s pet territory, using “loading” deals, excessive 
sampling, and large-space newspaper advertisements featuring consumer in¬ 
ducements. As regularly, manufacturer B would retaliate with a similar 
costly promotion in A's highly developed territory. Neither gamed any 

competitive advantage. 

Finally the two sales managers were brought together over the luncheon 
table. They agreed good-humoredly that their mutual efforts had been 
sterile and decided to stop the practice. Stockholders of both companies 
benefited by many thousands of dollars annually, yet normal promotion of 
both brands was unaffected. There was no legal violation, as consumer 

prices were not involved in the understanding. 

It is important to boar in mind that most successful businesses arc that way 
because of sound selling policies, good customer relations, and hard work- 
not because of cut prices or special inducements. 

6. Sales analysis as a means of control 

Whether you sell regionally or nationally, in the industrial or consumer 
field, a simple, practical, and dependable plan of sales analysis is the on y 
means of avoiding a hit-or-miss sales operation. What is meant is an analys> s 
based entirely on data from internal sources, primarily sales records, as difler- 

entiated from marketing research of product or market. 

Such an analysis will provide a solid background of fact for management 
decisions afTecting purchasing and production. It will point the way to 
intelligent and ellcctivc distribution of advertising and promotional work 

among your markets. # , 

Here are some of the more important types of information which sa cs 

analyses should provide: 

Geographic distribution of products by sales areas 
Product sales trends by sales areas 

Sales performance, by products, by sales areas, and by salesmen^ 
Development of potential sales (by comparison with an “index”), area by 

area 

Existence of weak and strong sales territories 
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Continuous sales analysis need not require a large staff. An analyst and 
an assistant who is adept at operating a calculating machine will suffice for 
most organizations. If the company makes use of tabulating equipment in 
some other department, use of this equipment will make the analysis that 
much easier. 

Some modification may be necessary to adapt the following outline of 
procedure to your specific selling operation. These modifications will be 
dictated by your type of distribution, the number of your products, and their 
ultimate usage. 

Step 1: Select a unit of control which is to become the basis of your con¬ 
trol system. This can be a sales territory, a trading area, or a county. 
The “control unit” should be self-contained and as small as possible. 

Step 2: Allocate total sales to the various products in the line. These 
sales may be shown in percentages. If your line of products is a long 
one, the small percentage of total sales attributable to the minor items 
may be surprising. If so, sales concentration on major lines will be 
indicated with perhaps some “house cleaning of minor items. 

Step 3: Break down sales into control units for each principal product, 
or the ones you intend to analyze. 

Step 4: Select the basic data which you intend to use as a measurement 
of your control units. This may be population, wired homes, auto 
licenses, manufacturing units of the type using your product, or native 
white families. Experiment until you find the data most suitable to your 

products. 

Step 5: Develop or adopt a market index. This will be used to measure 
your sales opportunity in the various control units. The index should be 
shown in percentages for the geographical market divisions you have 
selected as your control units. (Such an index will be found in Sales 
Management’s “Survey of Buying Power. ) 

If the foregoing outline has been followed to this point, you will now have 
(1) a measurement for each of your control units of your sales (last year 
or whatever period) by products, and (2) the sales potential for each prod¬ 
uct for each control unit. With these data before you, you will be able to 
follow the sales progress of each product, area by area and period by period. 

This description is probably an oversimplification of the means of control. 
The seasoned sales manager will be keenly sensitive to the human-relations 
angle of administering sales with the aid of these data. Extreme care will be 
exercised to use the facts developed in such a manner that salesmen will 
be stimulated and encouraged to better performance. The program should 
be “sold” to the field organization as a practical and helpful means of im¬ 
proving the company’s position and the individual salesman’s opportunity. 

A simple approach that salesmen will readily understand involves the 
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determination of a level of sales performance for each control unit. Here is 
how one large company uses this index in determining geographic variations 
in sales performance: 

Wc start with the assumption that the company’s volume is influenced by forces, 
economic and managerial, which arc beyond the control of individual salesmen. Wc 
say that it is the responsibility of each salesman to sell a share of that company volume 
varying with the potential of his territory- It is up to each of them to gain in volume 
at a rate at least equal to the company rate of gain. 


Determining Territorial Performance 

(Assumed company volume $10,000,000) 



Territory 

A 

Territory 

B 

Territory 

C 

Per cent of potential in each territory. 

P;ir for each territory. ... 

10 

$1,000,000 

750,000 

75 

5 

$500,000 

3 

$300,000 

Artnal volume ... 

600,000 

150,000 

Index of sales performance (actual -f- par) .... 

120 

50 


By using a market index, you can then determine how you arc doing in each of your 
control units. Here are the steps illustrated in the foregoing table: 

1. Determine the “par” for each control unit. If your company volume is 
$1,000,000, par in the territory representing 10 per cent of your potential is 
$ 100 , 000 . 

2. Divide actual sales by par, for each area. The answer is an index figure, a per¬ 
centage—the percentage which each area’s sales were of that area’s par. 

Wc call this index figure an “index of sales performance.” 

Now wc have the performance index of each of our control units. Wc know what 
each of our control units is doing and what it should have done. Wc can spot our weak 
areas and give them high-priority attention. Wc can go into the field and tell a sales¬ 
man that his sales arc 10 per cent below what they should have been and we arc 
talking in terms he can understand. 10 

While one of the results sought through the use of an index of sales pci* 
formancc is a more equal distribution of sales effort, it should not be assumed 
that lack of sales cfTort is wholly responsible for market underdevelopment. 
Individual markets are subject to many influences. In studying the nature of 
these influences and their importance, some of the marketing research 
procedures described in the early part of this chapter should be helpful. 

A class-of-trade approach in the analysis of reasons for sales weaknesses 
may prove productive in the case of many consumer-goods lines. In recent 
years the marketing patterns for many products have undergone wide 
changes with respect to retail outlets. If your products are sold by a variety 

10 Richard D. Crisp, S. C. Johnson & Son, Inc., American Management Association 
Marketing Series 63. 75 cents. 
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of retail outlets, an analysis should be made of the percentages of sales made 
to each class of trade. 

The trend of nongrocery products to distribution through food stores is a 
good example. The following table indicates the importance of some of 
these changes over a 1-year period. The purchases were recorded by a con¬ 
sumer panel in a Southern city. The percentages are of total sales within 
this market. 


Product 

Grocery store’s share, per cent 

1947 

1948 

Face cream. 

1.6 

3.9 

Hand lotion . 

4.5 

11.7 

Shampoo . 

14.8 

20.8 

Shavine cream . 

6.7 

9.2 

Tooth paste . 

19.0 

24.8 

Tooth powder. 

6.5 

16.6 



7. Limit marketing objectives ; sell intensively 

In planning the new marketing venture or in the expansion into new 
markets, the selection of first objectives will be influenced by a number of 
factors. Some of these involve long-range planning for the business venture. 
What are its aspirations? 

At this stage of planning two points are important: (1) it is not essential 
that a business be “national” in scope to be either a successful or a big busi¬ 
ness; and (2) the ideal business operation should be aimed at earning a 
profit from all sales. A marketing plan that results in sales and promotional 
activities being spread too thin will encourage problem or loss markets and 
curtail profits. Few manufacturers ever develop the maximum profitable 
sales potentials in their most important markets. 

Other factors which should be appraised are— 

The availability of capital for advertising and sales promotion expense 

Time required to develop individual markets to the point where they are 
self-sustaining 

Capacity of markets to absorb product in profitable quantities 

Location of best markets 

Consideration of the next step in the expansion program 

Appraisal of all of these factors probably will point to the advisability of 
limiting marketing objectives to fewer and better markets. 

This principle of concentration of sales in a number of markets that is 
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rrlativrlv small compared with the whole is a rather basic pattern of market¬ 
ing. The ,, IW r principle is applicable to distributors, wholesalers, and retail 

outlets. , , , 

If you arc marketing a food product, for example, you will find that the 

Department of Commerce defines 184 wholesale grocery trading areas^ 
Twenty of these, less than 11 per cent, represent more than 50 per cent of 
the total retail food sales potential of the United States. If this same pat¬ 
tern of analysis is extended to retail food outlets, you will find about 20 per 
cent of all retailers doing close to 80 per cent of the total food-products 
volume. Selective distribution in the volume retail outlets therefore offers 
substantial opportunities for sales economies when compared with the older 

objective of “100 per cent distribution.” 

Selective distribution is equally important if distributors or dealers arc 

used An excessively large number of dealers results in low gross sales per 

dealer. Too little emphasis is placed on the line, and dealers are difficult 


to control. . ^ 

After 3 years of postwar selling, Thor Corporation had 20,000 dealers. 

Sales analysis revealed that 28 per cent of the company’s dealers were 

accounting for 87 per cent of all of its sales. Turning the figures around, 

72 per cent of its dealers were making only 13 per cent of its sales. 

This analysis established that too much selling time, money, and effort 

were being wasted on unproductive outlets. It was decided that during the 

ensuing 12-month period, the number of dealers would be reduced to 7,000. 

The purpose was to obtain the right number and right kind of dealers to 

bring maximum sales at minimum cost. 11 

An index of buying power or sales potential is a requisite in establishing 

dealer sales areas and in determining the number of dealers necessary to 

develop the company’s sales potential effectively and economically. The 

application of such a yardstick may result in the elimination of some low- 

potential areas without loss in profitable sales volume. 

In the consumer-goods field it is essential that the manufacturer engage 
in continuous demand-creating activities in order to attract and hold the 
support of large-volume retail outlets. This requires the use of advertis- 


mg. . . . 

Newspaper space and radio time may be bought more economically in 

large metropolitan centers than in small cities. And if distribution is suffi¬ 
ciently widespread to justify the use of national magazines, the circulations 
of many of these will be proportionally heavier in the areas of more concen¬ 
trated population. (New York City is an exception.) 

11 See “Thor Adopts Limited Distribution,” Sales Management , April, 1950. 
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8. Advertising 

Advertise consistently to build product familiarity . The manufacturer of 
a good product uses the power of advertising to accelerate its rate of sale. 
Advertising does this primarily by building product familiarity and accept¬ 
ance among those who are its natural purchasers. When employed con¬ 
sistently over long periods it builds company and brand reputation. Another 
name for this is “consumer franchise.” This can have a value many times in 

excess of a company’s physical assets. 

In the consumer-goods field, advertising is the most widely used form of 
demand-creating activity. It not only influences consumers but impresses 
favorably those large retail outlets whose support is so essential to successful 

product promotion. 

The competitive nature of consumer advertising should be thoroughly 
realized by the new marketer. Unless the new product offers some unusual 
or revolutionary advantage, sales activity may not be immediate or in large 
volume. First advertisements will be aimed at inducing consumers to try 
the new product, or to witness a demonstration at dealers. In so doing, the 
new product will be attempting to change buying habits or impressions 
created by the advertising and promotion of longer established competing 

brands which are well entrenched. 

The marketing plan should take into account the nature and amount of 
advertising of competing products. This should include such essentials as size 
of space units in printed mediums, frequency of insertion, use of radio or 
television, and an estimate of the expenditures of competitors in the various 

mediums. 

If the marketing plan is local or regional in scope it may be feasible and 
affordable to outadvertise competing national distributors in the more limited 
sales territory National brands with many regional competitors seldom find 
it possible to match several more intensively promoted brands in a number 

of local markets. . , 

Good advertising strategy will require that a sufficient expenditure be 

made, especially during the introductory period, to create a definite sales 
activity. A well-rounded plan will coordinate interior store display co¬ 
operative advertising, and dealer support with advertising schedules. The 
entire program should be intensively promoted to the field selling staff and 

by them to wholesale and retail outlets. .... . . . 

One of the important secondary uses of advertising in the packaged-goods 

field is as a vehicle for special “brand promotions.” The purpose of these 

promotions is to force more goods into consumers hands, to attract and 
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sample new users, and to revitalize a brand in the consciousness of retail 
dealers. 

Such promotions extend over a limited period; make use of continuous 
floor, counter, or shelf displays; and, if successful, raise the level of sales 
above the level which existed prior to the promotion. Examples of such 
promotions are so-called “1-cent” sales, two packages sold in combination 
at a reduced price, and a premium or contest offer. Such promotions always 
move substantial quantities of product to regular users, but this possible 
disadvantage is overbalanced by the greater number of new users who are 
induced to try the product. 

In recent years, retail sales have tended to concentrate in large volume 
outlets in variety, drug, and food stores. At the same tune distribution pat¬ 
terns have continued their tendency to overlap. Many standard drug, 
cosmetic, and household convenience items arc now sold by grocery super¬ 
markets. Large drug stores handle books, dolls, costume jewelry, and nylon 

hosiery. 

These large outlets oiler to shoppers the advantage of “one-stop” service. 
But they thrive and develop primarily on their abilities to reduce costs of 
selling. They rely on open, mass display and self-service. Little opportunity 
is afforded for clerk recommendation or “push” since the consumer makes 

her own selection. 12 

Well-advertised brands arc the lifeblood of these retailers. These outlets 
should be accorded an important position in the marketing plan. Some 
products can benefit directly from cooperative advertising placed by such 
large retail outlets and financed wholly or in part by the manufacturer. 

Industrial and textile manufacturers make important use of trade publica¬ 
tions to reach selected groups of buyers, to keep them posted on product uses 
and developments, and to prepare the way for personal selling. Since such 
advertisements are directed to purchasing agents, engineers, and other 
executives with specialized interests, they should be as complete and informa¬ 
tive as space will permit. 

A manufacturer of a new textile product, for example, used two trade 
publications consistently over a 2-ycar period. During this time he was able 
to build up distribution in department stores throughout the country, enjoyed 
a sizable volume of sales, and was ready at the end of the period for con¬ 
sumer advertising in women’s service magazines. The use of low-cost adver¬ 
tising mediums during the distributive period saved him a large premature 
expenditure in consumer advertising, much of which would have been 

wasted. 

The selection of advertising mediums will be governed to a considerable 

K. It. Weiss, l*iinters' Ink. $5. 


12 See “TOO Mass Retailers," 
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degree by the nature of the product and the product story or theme that 
is to sell it. Selection should be made by a competent advertising agency 
with successful experience in promoting the sale of other related types of 
merchandise. These general suggestions about mediums should be help¬ 
ful: 

Daily newspapers and radio are “fast acting” mediums 

For frequently purchased packaged goods of low or moderate price, a 
good medium combination is a daily newspaper and radio “spot” 
advertising 

National magazines enable the advertiser with widespread distribution to 
buy coverage of selected segments of the population at low cost com¬ 
pared with either newspapers or radio. Such selectivity is determined 
to a considerable extent by the editorial appeal and content of the 
specific publication. But note— 

Advertising in national magazines will have a longer effective life 
but will be slower acting than the two other principal mediums 
It is a mistaken policy to undertake the use of magazines on the 
theory that widespread distribution will follow, with or without the 
aid of merchandise brokers. The marketer with expanding sales 
should await the period in his development when he can make use 
of the economies of magazine circulation without curtailing entirely 
the use of other essential mediums 

Television, as its facilities become available to more and more of the pop¬ 
ulation, will become an increasingly productive advertising medium at 
lower costs per thousand than have prevailed during the early years of 
its development as an advertising medium. Marketers for whom pro¬ 
gramming costs are now prohibitive may find the use of television 
“spots” a very productive alternative 

Outdoor posters, generally used by national advertisers as a supporting 
medium, may be bought at low cost per thousand observers, reach all 
segments of the population, and are especially effective for merchandise 
purchased frequently or on impulse. They have the important ad¬ 
vantage of repeated exposure. Advertising budgets should be suffi¬ 
ciently sizable to permit posting in several cities; otherwise production 
costs of lithographed posters will be excessive 

Point-of-purchase advertising. Any device at the point of sale which is 
successful in attracting attention to a product and suggesting its utility will 
stimulate sales with or without advertising. In variety, such devices may 
range from a cutout packing carton which opens up into an attractive coun¬ 
ter display to a more elaborate case or rack for the display of a line of 
products. In its simplest form it could be a lithographed easel card to which 
were fastened small packages. 
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The display should hr easy to read, suggest the uses of the product, and 

C °Produces*maldng'use'ofbpcdnt-of-purchasc display material generally out- 
self competing products not so displayed. And retail stores using displays of 
IZZ goods outsell other retail stores which do not make effect,ve use 

° f A^speciaTresearch study in drug stores included in the Nielsen Drug Index 
indicated that 

Display increases sales 41 per cent, nondisplay| 24 brand in- 

Sales in the stores properly displaying a a 4 per cent on the par- 

rreased 41 per cent. Sales in the nondi p y ds h display stores divert 

ticular brands featured in the display" effort is fre¬ 
quently average 8* per cent sales gain in the particular cases 

studied. 13 

Consideration should he given to the extent to which such matcnal wdl^be 
used by retailers before commitments fo- purchase are made. It » difficult 
m ohlain placemen, of point-of-purchase material in large foo^ stores On 
the other hand, drug stores, tobacconists, hardware, radio and electr, 

>nd household .pplhmce ...» mute ~ - 

P ?;.1rX Si' c- ch.ese.hle ,o , n,.j„e peoduc, or group o, 
pro"". Illd’he carefully budge,ed In ad,.nee. Specif e.pcn • »„ 

Tund” and if possible Earmarked so that they will not be spent for undes- 

iS Etpendi t tures < 'may be definitely controlled if they are allocated to the s- 
era. months during the year and approval given only to those items provided 

f " HThTfud^etTovet many different advertising activities, it is wise to make 
a distinction between “direct” and “indirect” expenditures^ The direct 
group should contain all expenditures for advertising ^pectfically ajmed 
consumers or users of the product. The “indirect” group should include 

secondary or incidental activities in the advertising program. 

Adopdon of a policy against the use of budgeted advertising money fo 

space in miscellaneous programs of men’s and women s social fraternal, o 
union organizations and other nonproductive devices nustakenly s W 
“advertising” will aid materially in conserving company funds for usel 
purposes. Such expenditures are essentially charitable contributions and 

have little or no publicity value. 

1 3 .. Ni< -i sen Cases Prove Dollar Value of Displays,” Advertising Age. April 3, 1950. 
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A sample budget of a food manufacturer with national distribution will 
illustrate these points: 


Direct Expenditures: 

Magazine space . $ 450,000 

Magazine production . 54,000 

Radio spots (time) . 375,000 

Radio spots (production) . 8,000 

Newspaper space . 250,000 

Newspaper (production) . 20,000 

Total . $1,157,000 

Indirect Expenditures: 

Package inserts. $ 35,000 

Recipe booklets. 27,000 

Dealer shelf strips . 6,000 

Store demonstrations . 11,000 

Contest premiums. 24,000 

Salesmen’s samples. 2,100 

Total . $ 105,100 

W°o 

Advertising budget . $1,262,100 


Selection of an advertising agency . The use of advertising to expand 
markets and increase sales will necessitate the selection of an advertising 
agency. It will be the function of the agency to study your sales opportu¬ 
nities, your problems, and your product and within the limitations of your 
budget to plan, design, and prepare advertising copy for placement with 
the various advertising mediums. 

This is an important step. The selection should be made with the greatest 
care after the screening and appraisal of three or four of the most likely 
available organizations. 

A close working relationship should be sought, and the selection should be 

entirely free from any personal influences or relationships. Assuming that 

all candidates have complete facilities, medium recognition, and financial 

responsibility, an important consideration should be the individual or team 

within the agency who will be charged with the responsibility for servicing 

your account. This individual can be the head of a small agency or the 

manager of your account in a large organization. Size is of secondary 
• 

importance. 

Examine carefully into the account manager s personal experience in 
merchandising similar or related products and his general business experi¬ 
ence. You will be looking to this individual to see to it that you obtain the 
proper amount and kind of service from others on the agency staff. 

Ideally, an advertising agency should share responsibility with your sales 
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department for sales progress. Independence of thought and opinion should 
be encouraged. A capable agency will not object to minute scrutiny of plans 
or to a request for pretesting advertising copy or special promotional plans. 

The principal requirement should be the ability of the agency to produce 
effective advertising for your product, that is, the physical advertisements, 
whether they be printed, visual, or oral. Good advertising copy is the price- 

less ingredient in any successful marketing plan. 

In addition to the routine questions which will normally be asked of a 

prospective advertising agency, the following points also should be explored: 


What individual in the agency is to he directly responsible for our 
account? Will he handle also the accounts of other advertisers. How 
will this affect the time he can devote to our business? 

What contributions has the agency made to the selling strategies of its 

clients? Cite specific examples and results 
Is the agency experienced in pretesting copy themes or individual adver¬ 
tisements? Will the agency test ours? . , 

How much time do the agency’s account managers spend in the held with 

customers and salesmen of its clients? 


It is worth keeping in mind that an agency exists on the fees it collects 
from clients and the commissions paid to it by advertising mediums. If many 
of the services you require do not involve commissionable space, you will get 
better service if you arrange for the agency to serve you on a fee basis. 

It is quite possible that your needs for service during the developmental 
stage of your business will be out of proportion to the agency’s opportunity 
for income. If so, it is unfair to ask your agency to serve your account at a 
loss during the early growth stages in the expectation of larger future 

expenditures. . 

Changes in agency relationships arc costly. Select your first agency with 


great care. 


9. Research 

Research continuously to improve product, to expand sales, and to lower 
selling costs. Successful selling is a dynamic function. Competition and the 
changing needs and habits of people make it so. Many unseen forces con¬ 
stantly challenge the marketer’s ability to hold his position or to make sales 
progress. The origin of these forces is sometimes external, sometimes internal. 

Most insidious of all internal dangers is the gradual formulation within 
an organization of a static pattern of thinking about a product or its 
merchandising. Such patterns seem to develop quite logically and always 
have some basis in experience. They reject ideas that are “not in the tradi- 
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tion.” And through repeated rejection, they tend to stifle experimentation 
and original thinking which does not fit into the accepted framework. 

Facts provide the only dependable protection against these challenging 
forces. These facts should be developed through a continuous program of 
research to insulate the product against the inroads of competitors, research 
of the buying and usage habits of users of the product to expand sales, and 
sales analysis to reduce selling costs. This job is never finished in a successful 
and expanding business. 

Although frequently difficult to determine, the causes of business failure or 
a decline in sales are nearly always extremely simple and singular. After 
studying a large number of cases over a period of several years, one former 
sales executive (now a marketing consultant) says that 90 per cent of these 
failures can be ascribed to some one of the following simple causes: 


Gradual, but unsuspected, product obsolescence 

Insufficient promotion or advertising to maintain sales activity 

Changes in needs or usage habits of customers 

Loss of market to improved product filling same function 

Need for establishment of definite product difference 

Failure of product to live up to advertising claims 

Advertising directed to a declining age group 

Advertising not attuned to buyers’ interest 

Unrealistic pricing, or discount policy 

Lack of incentive to wholesalers and distributors 

Need to modernize product and package 


The institution market. It is not uncommon for the marketer of consumer 
goods to by-pass or neglect the institution market. This market is composed 
°f hotels, commercial eating places, hospitals, institutions, and other 
places where large groups of people are fed or cared for. It is an expand- 
*ng market of such magnitude that a considerable number of manu¬ 
facturers confine their marketing activities to it exclusively. 

Hotels and hospitals are volume users of furniture, bedding, linens, and 
chinaware. They buy kitchen and cleaning equipment as well as food and 
laundry supplies. 

Marketers of consumer packaged goods will find it necessary to provide 
special large-size packs if they intend to operate in this market. Certain lines 
of merchandise move to this trade through specialized distributors who do 
not operate in consumer goods channels. 

Reliable data on the volume of sales of representative types of merchandise 
to different groups in the institution market are difficult to obtain. There 
are several trade publications catering to the several specialized groups and 
these are good sources of information. 
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It is estimated that 60 million meals are served daily in public eating and 
krding places. These meals are consumed as follows; 


Place consumed 

Commercial restaurants. 

Hospitals . 

Industrial restaurants . 

Hotels . 

Schools, drug stores, clubs, and soda fountains 


Per cent 

53 

8 

11 

11 

17 


Th<> number of establishments where meals are served is estimated to be 
“)2.">J)00. A partial analysis of these by type of institution affords a graphic 

picture of the extent of the institution market; 14 


Type of institution 

Restaurants and cafeterias. 

Hotels. 

Hospitals . 

Residences of involuntary confinement 

School lunchrooms. 

Salvation Army and Red Cross. 

Summer camps. 

Miscellaneous eating establishments . . . 

Ice cream parlors. 

Drug stores . 

Clubs and lodges. 

Boarding houses .. 

Industrial restaurants and cafeterias. . 


Number 

310,000 

15,100 

8.500 
7,000 

31,600 

5,000 

3.500 
2,100 

10,000 

31,500 

31,800 

8,900 

28.000 


Thr trade publications covering the various fields offer an opportunity for 
advertising coverage and market development at a favorable cost in compari- 

son with advertising in consumer mediums. 

Marketing private brands. Manufacturers whose brands arc well estab¬ 
lished with users or consumers at times have an opportunity to increase 
manufacting volume substantially by packing private brands for large chain 
<>, syndicate store operators. Customarily these private brands are merchan¬ 
dised through the same retail stores in competition with the manufacturer’s 

brands and at lower prices. 

Macy’s and affiliated department stores, for example, carry an extensive 
line of standard drug and cosmetic products under the Macy-controlled 
label. Large food chains offer such products as cold cereals, flour, shorten¬ 
ing, and gelatin desserts under their own labels in direct competition with 

advertising manufacturers. 

Opportunity to pack private-label goods generally raises the question: 
“Shall we pack these goods and compete with ourselves?” The proposal may 
involve packing a lower priced line or a different size package. 

The decision will involve many considerations, but none of these should 

14 Department of Commerce, based on OPA data. 
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HOW TO ORGANIZE FOR GOOD 
CUSTOMER RELATIONS 


BY 
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HOW TO ORGANIZE FOR GOOD 
CUSTOMER RELATIONS 


This chapter is concerned with organizing your firm’s policies, pro 
cedures, and personnel so as to produce and protect good customer relations. 

Customers afforded the earliest field for development of public relations, 
and they remain one of the most important areas for cultivation. Despite the 
abuses and neglect of the postwar period, customers form one of the most 
important assets of any business venture. Their opinions concerning your 
business enterprise will largely determine whether and to what extent they 
will begin or continue to buy the products and services of your firm. 

Introduction 

Recognition of customer relations. Increasingly business concerns face a 
demand that they use their collective power and positions of trust to operate 
in such a manner as will serve to the best advantage the long-range interests 
of the public at large. Paul Garrett (General Motors) has said that “public 
relations is a philosophy of management which, deliberately and with en¬ 
lightened selfishness, places the broad interest of the public first in every 
decision affecting the operation of the business.” 1 

But is it not enough merely to be good; you have to appear to be good, as 
well. Good public relations is good performance—publicly appreciated. 
Bruce Barton stated in 1935, “No major industry has the moral right to 
allow itself to be unexplained, misunderstood, or publicly distrusted; for by 
its unpopularity it poisons the pond in which we all must fish.” 2 You must 
build a character and personality for your company behind its products or 
services. You dare not “achieve a caricature by default”! 

What competition have you in customer relations? More than half the top 
businesses of the country have some form of specialized public-relations func¬ 
tion, but only about 15 per cent have any kind of well-rounded program. 
Pressure has been placed upon you and leadership provided; but there is still 
plenty of room for your public-relations program, if soundly based, to 
become effective. 

1 Public Relations Journal, May, 1948, p. 3. 

2 Fortune, May, 1949, p. 200. 
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How inclusive is a customer relations program? Especially if you produce 
goods for direct consumption, your customers may include all the other 
publics—your employees, stockholders, community and governmental offi¬ 
cials and employees, persons with the press and radio, and even those supply¬ 
ing you with materials, supplies, and public utility services. The important 
public relations tcchnicpies for use with employees and with stockholders 

are discussed in other sections. 

If vou are a manufacturer, your customers may include— 

Other manufacturers, wholesalers, dealers, distributors, retailers 

Those to whom these “customers” sell in turn 

Ultimate consumers supplied hv retailers or by your house-to-house or 
direct-mail methods 

We shall deal with two kinds of customer relations: 

1. Binding dealers, distributors, and other sales middlemen to the house 

2. Developing and preserving the valuable goodwill of ultimate customers 
for an immediate supplier, as a retailer or public utility 

What customer relations is not. Some businessmen still hold to the out¬ 
moded idea that a public relations program of whatever character is a 
temporary device, suddenly adopted, for pulling a company out of difficulties. 
When a hostile public has been developed through aggressiveness, indiffer¬ 
ence, or carelessness, it seems easy, on a fire-alarm basis, to call in a miracle 
man” in the form of a public relations consultant, hoping to have him 
“make powerful medicine” and cure all, without disturbing the policies and 
practices of the company. This no longer works. You have a better educated 

public today. 

And customer relations is more than merely competent selling. Your firm 
needs to distinguish between the important techniques for gii'ing your cus¬ 
tomers what they want in terms of products and services and the techniques 
of getting from customers and your other publics what your enterprise wants 
in the form of public acceptance and approval of your policies and pro¬ 
grams. 3 

Others hold the impression that public relations consists primarily, if not 
solely, in obtaining plenty oi favorable press publicity. This may have its 
place, but it is only a small part of a well-planned public relations program. 

7. The place of customer relations in your company organization 

Public relations in its various aspects should be a top-management func¬ 
tion handled at the policy-making level, since everything a company does 
may affect its relations and reputation. The customer relations phase has 

a Baldwin and Merracy, Footnotes to Public Relations, February, 1949, No. 33. 
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often been handled as a minor aspect of the work of the sales manager or the 
advertising manager. The work of both managers can influence customer 
relations greatly. 

A large concern should have a public relations executive reporting directly 
to top management. In a smaller concern, a major executive should be 
authorized to assume, as an important phase of his responsibilities, 
the development of a public relations program and the coordination of 
all activities in so far as they may come to public attention and evalua¬ 
tion. 

The actual handling of the public relations activities, including customer 
relations as a primary portion, is done in one of three ways: 

1. As an inside function handled fully by a competent executive of the 
firm 

2. Headed by a company executive, with the actual public relations devel¬ 
opment in the hands of outside public relations men 

3. Entirely in the hands of a public relations counselor outside the firm 


The chief advantages and disadvantages of these arrangements follow: 

Public Relations Organization—Inside Executives vs. Professional Counselors 


Inside Executives 

Intimate knowledge of affairs. If the in¬ 
side men are major executives, they 
possess the necessary information to 
make competent decisions since they are 
acquainted with actual policies, pro¬ 
cedures, and operating personnel. They 
are familiar with products, processes, 
and selling and service problems. 

easier start. A simple, easy start 
toward care for customer relations can 
be made if an executive will take re¬ 
sponsibility for informing himself and 
coordinating the matter for his chief 
who is “too busy” or thinks professional 
counsel too expensive. 

Limitations on insiders. The company ex¬ 
ecutives can oppose their chief or asso¬ 
ciates only to a limited extent, as their 
livelihoods may be at stake. There is 
danger of becoming “yes men.” It is 
difficult to reeducate one’s superior to 
new and unfamiliar ideas. 

Familiarity to the public. The name of 
an identified official of your well-known 
company may carry considerable weight 
in a direct appeal to the public. 


Professional Counselors 

Freedom from internal politics. The pub¬ 
lic relations counselor from an outside 
firm is free from the internal pressures 
under which employees must operate. 

Highly specialized knowledge. He main¬ 
tains a high professional competence in 
his field, commanding the respectful 
attention of his client’s executives. 

Neutral viewpoint. He can better evalu¬ 
ate situations and proposals from his 
disinterested and unbiased position and 
can speak his mind more freely. He 
can help get a company started in the 
right direction. 

Broader contacts. He brings a broader 
base of experience and often has access 
to information not available to associ¬ 
ates of any one firm. 

Professional independence. Jealous of his 
reputation, he will refuse to accept dic¬ 
tation from company executives where 
expediency may be primary. 

Limitation on the outsider. Since profes¬ 
sionals usually work behind the scenes, 
their names, if used, have little value in 
case of a direct appeal to the general 
public. 
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2. The job of a customer relations executive or counselor 

The company executive responsible for customer relations development 
and control, or the counselor brought in from a professional firm, will 

need to— 

Know his employer or client and his concepts of business, including his 
peculiar ideas and ambitions, his psychology of business, his attitudes 
toward his dealer organization, his customers, and his community, his 
feeling toward governmental regulation, his relationship with his sales 

and advertising employees and other associates 

Learn thoroughly the motivating forces in the organization and the actual 

policies directing its activities 

Become familiar with the production as well as advertising and selling 
problems of the organization, including earlier history 

'lest out the state of morale of the organization 

Sample the feelings toward the company among representative dealers 
and ultimate consumers, interpreting public attitudes and behavior to 
the management of his company 

Set up a mechanism for conducting surveys among customers or otherwise 
obtaining a continuing flow of information about customer reactions in 
the light of a competent knowledge of trends of general public psy¬ 
chology 

Carefully choose appeals, devise methods, and select mediums for inter¬ 
preting the ideas and actions of his employer or client to the customer 
public in the light of that public's interests 

Help to indoctrinate the advertising and sales forces, correspondence units, 
credit and adjustment offices, delivery units, and any other employee 
groups having any contacts with customers, to a complete and practical 
knowledge of the ways in which their respective tasks fit into the cus¬ 
tomer relations policies and programs of the firm 

Keep his associate executives reminded constantly but diplomatically ol 
the customer-relations aspects in all proposed policy decisions and 
choices in procedures 

3. Qualifications of a customer relations executive or counselor 

The customer relations executive or counselor that you select should have 
these characteristics, so far as possible: 


He must possess imagination and initiative, not relying too much on 
others’ ideas but doing a custom-tailored job for his firm or client 
He will like and understand people and himself be likable and readily 
understood, even though lie will remain in the background of most of 
the activities he supervises 
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He will be recognized as having alertness, good judgment, energy, sin¬ 
cerity. self-confidence, poise, good humor, and tact 

In all relationships he will, above all, be able to understand, define, 
respect, and respond to the other man’s viewpoint, whether consulting 
with other executives or planning customer relations appeals 

His knowledge of survey methods will be competent, especially in the field 
of opinion research 

He will be a keen student of customer psychology and buying motivation, 
with a good sense of values 

A quiet ability for unobtrusive leadership, good sportsmanship, and fair 
play will enable him to obtain readily the cooperation of others 

A competent background of knowledge and understanding in the field' 
of sociology, politics, applied economics, personnel management, and 
consumer economics will be invaluable 

He will possess high facility in the use of language, whether in speaking 
before a group, dictating a letter, writing an article for a trade journal, 
preparing a publicity release, analyzing a catalogue* or advertisement, 
“toning down” but “pepping up” a series of collection letters, determin¬ 
ing the nature of a customer’s grievance over the telephone, helping 
set up a salesmen’s or dealers’ contest, or inspecting copy for proposed 
dealer aids 

He should be expert in judging timeliness, suitability, clarity, good taste 

4. The elements in a customer relations program 

When setting up or reappraising a customer relations program, certain 
steps should be taken: 

Adopting a public relations policy. The decision to review your company’s 
policies toward obtaining and maintaining better public acceptance should 
start within the company and at the top. All executives must be “sold” on 
the idea and become sincerely public-relations-minded. To be effective, the 
director of public relations for the company must sit in with top manage¬ 
ment. 

Enrolling the employees. Proper steps need to be taken to inform the com¬ 
pany’s employees concerning any changes to be made and any activities to 
be undertaken for bettering customer satisfaction with the company’s prod¬ 
ucts, services, and policies. They must be led to a sincere belief that their 
livelihood is substantially dependent upon customers’ support, and that the 
company’s clients must be treated with respect and consideration. 

Provision for fact finding. Internal studies and external surveys are re¬ 
quired to ascertain the answers to such questions as— 

Why will customers wish to buy your products? 

Why have customers stopped trading with you? 
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How can you minimize or avoid frictions with customers? 

What positive steps can he taken to increase customers’ satisfactions with 
your company’s products, services, and policies? 

What underlying causes of complaints and adjustments can be removed? 

What past marketing errors can be remedied? 

What further aids can be provided for dealers and their customers? 

Objectives. Preliminary objectives need to be set up in connection with 
the steps proposed above. Based on data from such studies and surveys, 
definite and clear-cut objectives are needed to guide the developmental and 
remedial programs upon which you decide to embark. 

Attention to other publics. Although numerous concerns have limited their 
public relations activities to the field of customer relations, often as a minor 
adjunct of the advertising department, sound customer relations programs 
will be reinforced by proper attention to programs for employee relations, 
vendor relations, community relations, government relations, trade relations, 
and press relations. Customers earn their livings in all these areas and largely 
form their opinions concerning business enterprises in those activities. 

He who has a thousand friends has not a friend to spare; 

But he who has one enemy shall meet him everywhere. 

An open-door policy. Executives in all organizational units having cus¬ 
tomer contacts will need to make themselves readily approachable for dealers 
and other customers having questions to raise, problems to solve, ideas to 
discuss, or complaints to register. This availability should extend to other 
publics, also, particularly the press and radio, as the latter build u^ an 

interest in the doings of your company. 

Provision for checkup and follow-through. It will be highly essential that 

competent officials sincerely and realistically interest themselves in learning 
the results of the studies and surveys undertaken. They will provide for 
checking to assure that proper remedial and developmental courses of action 
are planned and executed, based on the findings of the studies and surveys. 

5. Getting the facts for customer relations 

The business world must build bridges for understanding and cooperation with the 
citizen-organization world, against ignorance and misunderstanding of business, which 
might become permanent suspicion and hostility. 4 

If management men are not willing to speak out, to be quoted—and sometimes risk 
the chance of being misquoted—and if they are not willing to assume responsibility for 
telling the management story, they can hardly expect to be accepted as leaders, and 
the public will seek its leadership elsewhere. 5 

4 Footnotes to Public Relations , No. 33, February, 1949. 

5 Management Topics, Methods Engineering Council, September, 1949. 
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You can assume that customers like your products and services, your 
selling methods, your policies respecting credit, returns and adjustments, and 
the like; but do you know ? Have you asked them or had anyone question 
them competently for you? 

You must acquire facts for anchoring and supporting both ends of that 
“bridge of understanding”: 

Facts about the company you work for—these to be presented through 
the most suitable techniques to your customers 

Facts about the customers’ wants and preferences, likes and dislikes, favor¬ 
able and adverse opinions about your concern, its policies, attitudes, and 
procedures—these to form a basis for revision of your policies and 
procedures if necessary or desirable 

Internal facts. Facts about your own concern can be obtained most com¬ 
pletely and with least bias through— 

Studying your firm’s internal publications—policy declarations, systems 
and methods manuals, employee handbooks, instruction sheets and 
charts, and house organs 

Studying its external publications—catalogues, dealers’ and service men’s 
manuals 

Interviewing executives and representative workers having to do with 
policy formulation, organization and systems, production, adver¬ 
tising and selling, credits and collections, complaints and adjust¬ 
ments 

External facts. “Public relations,” said Henry Weaver of General Motors, 
“means finding out what the people like and doing more of it, and finding 
out what they don’t like and doing less of it.” 

Facts about the people’s attitudes and probable courses of action can be 
obtained through— 

Frank interviews with dealers, distributors, and retailers who handle your 
products 

Interviews made by apparently disinterested outsiders employed by you 
to obtain the opinions of civic leaders, educators, bankers, industrialists, 
and members of the ministry, bar, press, and radio 

Competent surveys among customer groups, conducted anonymously 
either by your own public relations staff or by professional research oi 
polling agencies retained for the purpose, perhaps on a continuing basis, 
because of their greater experience in preparing questionnaires, training 
field crews, conducting surveys, and compiling and interpreting the 
results 


283 


Sec. 8 


HOW TO ORGANIZE FOR GOOD CUSTOMER RELATIONS 


6. Avoiding or minimizing frictions with the public 

Applying the modern theory of “preventive medicine,” one of the best and 
simplest methods of gaining customers’ goodwill is, obviously, to take positive 
steps to avoid or minimize the development of ill will. Some houses are 
using these methods to assure better customer satisfaction: 

Testing and inspections. Manufacturers and retailers alike provide for ade¬ 
quate and honest testing and inspection of all merchandise manufactured in 
the plant or purchased for resale in the store. They check frequently or 
continuously the quality of maintenance and repair services for many lines 
and such customer services as alterations of clothing, making curtains, or 
laying of floor coverings by retail establishments. Certain large stores as well 
as manufacturers maintain their own testing laboratories or contract for such 


services. 

Complaints and adjustments. Prompt and intelligent handling of com¬ 
plaints and requested adjustments is highly essential, as it will often head off 
a rapidly increasing bitterness in the mind of a customer who believes that 
he is being given the “run-around treatment.” Meeting the particular sit¬ 
uation is only the first step in this phase of customer relations. You will wish 
to provide for careful and systematic examination of the underlying causes 
for complaints, classifying and organizing the facts, and making recom¬ 
mendations to engineering, production, sales, or service departments as your 


findings may indicate. 

An important phase in this activity is that of respecting the customers 
time and convenience. For example, some rubber-products firms formerly 
required that customers take an automobile tire back to the place of purchase 
in order to obtain an adjustment for unsatisfactory service, rather than, as 
later, permitting any dealer or distributor to adjust the matter. Man) 
retail stores apparently still try to make the handling of complaints and 
adjustments as difficult and unpleasant as possible for customers. Patrons 
are not impressed by having company rules or policies quoted to them. The) 
demand satisfactory goods and services, and their goodwill accrues for firms 
that handle complaints and adjustments with a smooth and friendly flexi¬ 


bility. 

Customer service departments. Numerous manufacturers and some whole¬ 
salers and retailers center all activities concerning customers* interests in a 
customer service department. This gives prompt sympathetic attention to 


customers’ complaints and requests for adjustments, inquiries about operat¬ 
ing difficulties, and suggested betterments. But it is also constantly on the 
alert for positive new channels of customer service. 
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Reasons why customers left you. Alert manufacturers and retailers alike 
have undertaken to learn why customers have ceased trading with them. 
Have you investigated your customers’ reactions toward your company on 
these points? 

Indifference, arrogance, or haughtiness of sales force 
Overselling, aggressiveness, or high-pressure insistence by them 
Lack of information among the sales force concerning— 

The nature, construction, and possibilities of your products 
Proper use and care of the product, including simple methods for avoid¬ 
ing or minimizing trouble in its use 

Competitive advantages and limitations of your product, both in use 
and for resale 

Data that will justify your prices in relation to values 
Exaggeration or misrepresentation concerning the product, perhaps due to 
careless advertising or to salesmen’s inadequate information concern¬ 
ing il 

Irresponsible promises made concerning the time and conditions of pack¬ 
ing, delivery, or credit; unexplained delays 
Uncertainty among the sales force as to what the concern’s policy and 
course of action will be in a given circumstance 
Attempted substitution of goods, whether by salesmen or in packing 
Concealment of errors or failure to accept responsibility for them 
Reluctance or refusal to exchange goods in cases where the customer 
believes the request justified 
Playing favorites among customers or groups 
Handling too brusquely or with apparent indifference— 

Customers’ inquiries, complaints, or claims 
Correspondence on credits and collections 

And, on the customers’ side— 

Misconceptions concerning your product, prices, services, policies, and 
organization, which need to be— 

Investigated and defined 

Studied and analyzed, to gain the customers’ viewpoint 
Answered fully and simply in proposed explanatory or educational 
material in your advertising, sales training, and letters or bulletins 
to the selling force 

When investigating such questionable conditions, the inquiring company 
management will often need to go outside usual channels of records and 
reports for its data. For example, some firms intercept periodically from the 
incoming mails all letters of complaint and inquiry, make notations concern¬ 
ing them, return them to usual channels, unknown to routine workers, and 
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Inter check up in detail on their disposition. Under fictitious but convincing 
names, company officials or their outside investigators originate letters and 
telephone calls of inquiry and complaint to determine directly just how such 
matters are actually handled." Outside aid by competent polling or research 
organizations will usually be required to ascertain and interpret customer 
attitudes toward your company and its products and services. 

Sometimes it is desirable to take the following steps: 

Inform employee groups concerned that 

Unsatisfactory conditions are known to exist 

Top management is definitely interested in betterment of conditions 

Responsibility for continuing shortcomings will be traced 

Present to employee groups concerned some specific, concrete lists of 
points to be checked in their work and steps to be taken toward accom- 

plishing betterments 

Arrange for responsible persons to check systematically on the nature and 
degree of progress made 

Assure that individuals contributing noticeably to betterment will be told 
of the company’s appreciation of their thought and efforts; positive 

incentives may be provided # 

Admit frankly in correspondence with customers or in salesmens talks 

with them that conditions are unsatisfactory and tell them what steps 
arc being taken to correct the faults; perhaps ask the customers for 
suggestions; thank them for suggestions received 

When performance has been restored to normal, publicize it 

In an interesting attempt to learn why customers had been alienated, a 
department store in Saint Paul made up a list of customers who had ceased 
trading with the store during several years of changes in ownership, manage¬ 
ment. policies, and procedures. A young woman, cooperating as a graduate 
student in a local university, was given an intensive brief training concerning 
the store, was furnished the use ol an automobile and the list, and given 
access to executive offices and files. She spent months in contacting cus¬ 
tomers in their homes, clarifying their complaints, tracing the offending 
transactions through the store’s records, and arranging for action to satisfy 
the customer, in each instance. A large percentage of lost customers was 
regained for the company. Careful identification and classification of the 
causes of complaints permitted necessary correctives in the store. 


7. Attracting and holding customers 

Many techniques can be used for gaining and holding the goodwill of cus¬ 
tomers. Preliminary to employing any of these methods, satisfactory answers 
should be obtained for all these questions: 

0 American Business , May, 1948, pp. 12, 54. 
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Exactly who are your customers? (This will probably require studies of 
the firm’s sales records and correspondence and, often, more or less 
formal surveys in market areas) 

Just why will customers wish to buy your products? (So that you can use 
full understanding and “play your winners” in approaches to them) 

To what extent can you emphasize your well-established reputation 
and customers’ earlier satisfactory experiences with your house, 
based on quality, fair prices, proved values, full line of products, 
and your guaranties of satisfaction? 

What is there about your selling force and your sales and credit poli¬ 
cies that customers will tend to approve or prefer? 

Are your service policies and facilities a strong factor of attraction? 

In what ways does your firm demonstrate leadership in its production 
and marketing fields? 

Just how are your products and services directed toward satisfying 
customers’ known interests? 

Do you make a strong and well-planned effort in all your advertising, 
selling, and correspondence to “put yourself into the customer’s place.” 
to understand his motivation, and to appeal skillfully to it? 

Do you in simple and straightforward fashion talk the customers’ lan¬ 
guage, avoiding all terms that might be perfectly clear to your produc¬ 
tion or office forces but too technical or confusing for the customers? 

8. Good relations with all types of customers 

Whether you have in mind other manufacturers as customers for your 
products, dealers or distributors, retailers, or ultimate consumers, there are 
certain things to watch that are universal to good customer relations. Be 
sure that you— 

Study the women's interests. Women make many purchasing decisions and 
influence choices in many other lines. They prefer— 

Products that are clearly designed to reflect their comfort and convenience, 
such as kitchen sinks and tables of the right height, appliances (such as 
vacuum cleaners and food mixers) that arc lightweight but sturdy, fur¬ 
niture that is light to move about and easy to clean, wrinkle-resistant 
fabrics, timesaving and less arduous processes for cooking, sewing, wash¬ 
ing, and cleaning 

Products that combine usefulness and good value with attractiveness and 
good taste 

Products that respect sanitation, hygiene, and the welfare of their families 
Some manufacturers are respecting women’s interests in these ways: 

By employing competent home economists and women trained in art and 
design on their own staff's or in a consulting capacity, in connection 
with— 


287 



Sec. 8 


HOW TO ORGANIZE FOR GOOD CUSTOMER RELATIONS 


Practicality, convenience, and attractiveness in design of products 
Preparing instructional booklets and charts on the use and care of the 
products, to accompany the packaged product or to be made avail¬ 
able on request from the customer 

Preparation of advertising and sales appeals for use in printed 
mediums and on the radio; also merchandising ideas for sales¬ 
training manuals for salespeople, educational materials for use 
in the schools, and company periodicals directed toward the 

home .. 

Development of such activities as cooking and sewing schools in retai 

stores or sponsored for customers in various communities by local 
newspapers or retail merchants’ associations 
Preparation of talks and illustrative materials that can be used by 
merchants or their representatives before women s clubs, parent- 
teacher associations, convention “workshops,” and the like 
Preparation of prearranged articles for women’s magazines 
By submitting samples of new, improved, or redesigned products to con¬ 
sumer panels of women, in advance of release to the market, for their 

reactions and suggestions 

By employing their own or outside research organizations to conduct care¬ 
fully preplanned studies, contests, inquiries, and canvasses among 
women to ascertain their wants, likes and dislikes, and prejudices, and 
to obtain their suggestions concerning product preparation, perform¬ 
ance, and distribution. These must be handled tactfully as well as 
scientifically, to gain women’s respect, since women arc typically sus¬ 
picious of propaganda efforts 

By contacting women who are leaders in their communities, to help 
remove prejudices or misconceptions among women concerning your 
type of product, its quality and performance, the integrity and reason¬ 
ableness of your advertising and selling, justification of your price struc¬ 
ture and costs of distribution, the acceptability or excellence of your 
employee relations, and your company’s stand on issues of the day 

(since women love to champion and defend causes) 

By obtaining women as members of consumer advisory councils for larger 
retail stoics, submitting to them as groups various problems concerning 
store operation and public relations. Sometimes a dilTercnt group of 
women—customers and community leaders—is invited in for each of a 
series of store receptions or teas, at which similar matters arc presented 
to each group for discussion and advice 
By inviting customer groups, as well as wives of employees and their 
women friends, to company open houses or plant or store tours, with 
well informed and friendly guides, a carefully simplified explanatory 

talk bv a suitable executive, refreshments, and a suitable souvenir book- 

* 

let or other memory items 
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By founding research scholarships for women students in suitable colleges 
and universities 

Study the youth market. During the war years, “teen-agers” gained new 
importance as job holders and income producers, as purchasers for the home, 
and as an identified group for product designing, marketing recognition, and 
even their own publications. They have, definitely and distinctively, their 
own tastes and modes of expressing them. In studying the youth market— 

Have your inquiries concerning the young people’s tastes and wants deter¬ 
mined directly from those young people; no adults are qualified to speak 
for them 

Use interviewers of their own age—not adults, because— 

Youth are suspicious of the motives and tastes of adult interviewers who 
cannot meet them on their level and “talk their lingo” 

Youth are liable to color their replies to adult interviewers so as to “tell 
them what they want to hear” 

Some youth delight in misleading adults as to their ideas, tastes, and 
standards 

Think in terms of planning separate shopping facilities that will attract 
and please them, advertising directed toward their own field of group 
interests, their own fashion shows, sponsored clubs, and other special 
events 

Set up independent consumer panels among the youth group for deter¬ 
mining their reactions to proposed new products, and their style accept¬ 
ance 

Explore the possibility and advisability of having high-school advisory 
boards for retail-store guidance, like those at the adult and college levels 
of taste 

Include teen-age representatives for radio forums, discussion panels at 
business clinics, and in committees planning for civic commemorative 
and promotional events 

Analyze the older folks' market. People well along into advanced years are 
steadily becoming of more significance marketwise, and they have their own 
tastes and preferences. Some of the larger department stores are recognizing 
this group through such means as special fashion shows and store parties for 
great-grandparents or for people over eighty. 

Organize for prompt satisfactory service. This idea is perpetually new for 
too many organizations, since it is disregarded or handled perfunctorily in 
too many instances. Plan, organize, check, and recheck to assure that— 

Sales orders and repair orders are carefully written out in full detail, with 
attention to terms, delivery dates, and conditions 

Sales guaranties, as to terms and limitations, are made clear to customers 
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Price estimates for special or repair work are carefully made and properly 
recorded for quick future reference 

Customers wanting older parts or repair jobs are not brushed off as 
nuisances but given prompt attention and full courtesy 

Special or repair work is carefully inspected before its release to customers 

Careful records are maintained for all special and repair work, as a spring¬ 
board to later contacts with customers and to enable further remedial 
work if later required 

Employees are carefully trained to take down full details of telephoned or 
personal complaints and to tell the complaining customer what sort of 
aid can be expected, and when 

Customers can obtain price or other information over the telephone with¬ 
out irritating long delays 

Commitments on deliveries, pickups, special processing, and the like will 
be faithfully kept or the customer notified of the change in plans a 
reasonable time in advance of scheduled need 

Promises to “call you back” on telephoned inquiries are promptly and 
faithfully redeemed 

Substitute executives are specified and available to take telephone calls 
for executives out ol town, ill, on vacation, out to lunch, or “in con¬ 
ference” 

Inquiries by mail for samples, prices, catalogues, bulletins, or other infor¬ 
mation are answered promptly (not weeks lat»*r) and fully (not one 
question, with other inquiries blithely ignored). Besides customers, this 
may include your own salesmen’s requests for special information, bids 
and estimates, statements of policy, data on inventories, deliveries, and 
credit (better check ) 

A competent executive is designated as an “alibi hound” to trace down to 
their causes all broken promises, unsatisfied complaints and inquiries, 
and irritating and frustrating cases of “giving the customer the old run¬ 
around” and to make carefully thought-out recommendations for rem¬ 
edying these breaches of good customer relations 

Study packaging, wrapping, and delivery. Customers are as much inter¬ 
ested in how they receive merchandise and services supplied them as in what 
they get. A competitor may often furnish the same goods and services that 
von do. but he may do it more acceptably. Customers will decide—and steer 
their trade where best pleased. So check to— 

Make sure that packages provided for your products— 

Are pleasing in appearance 

Are easily stored on dealers’ shelves, with economy in display or storage 
space required 

I'uIIv protect the merchandise according to its nature 
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Are easy to open and carry clear and legible instructions to facilitate the 
opening 

Are such as to contribute to the salability of the goods 

Determine whether the packages might be designed to have a reuse value 

to customers, when emptied of the original contents (Have you used the 
services of an expert package designer?) 

Consider whether it will not be desirable to place on the package an offer 
to replace unsatisfactory merchandise. The customer will note the offer 
favorably, even though she may not take the trouble to replace an off- 
quahty package that comes into her hands 

Assure that shipping cases and methods of packing, checking, and billing 

are such as to bring your goods into dealers’ or other customers’ hands 
in prime, or at least acceptable, condition 

Instruct your salesmen to inquire and check up frequently on arrival con- 

ition of shipments reaching customers and to recommend remedies for 
faults found 

Have stockkeepers and deliverymen carefully trained in handling merchan¬ 
dise within your plant and in trucks and other delivery and moving 

equipment 6 


rrange to have your deliverymen convincingly schooled in the idea that 

they represent your institution to customers to whom they deliver goods. 

A trucker can build goodwill by inquiring concerning the order in which 

a building contractor wants a truck of material unloaded and stored 

With the order of next use in mind. Similarly, for order of placing 

goods into storage in a warehouse or for routing through a store’s receiv- 
mg and marking rooms 

Encourage your deliverymen (and salesmen) to note customers’ special 

faculties, or the lack of them, so that your company might handle a 

specified customer’s shipments in a particularly considerate manner. For 

example, you might please and accommodate a customer by delivering 

your goods on pallets for a plant equipped with pallet trucks in its 
warehousing 

Stimulate your deliverymen to be considerate of the customers’ interests 
so that they will do no damage with their trucks, will be careful not to 
track dirt into customers’ homes, and will show reasonable courtesy to 
other customers in their cars on the highway 

Train your delivery force to be alert as they enter places of business and 
customers’ homes to notice needs for the company’s goods and services 
which can be introduced tactfully in a manner such as to build goodwill 
for the interested firm and its men. Some small retailers make it a 
practice to handle personally the first delivery to the home of a new 
customer, making such observations as well as impressing the customer 
with the personal interest taken in cultivating her trade 
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Study customer appreciation. Companies of nil kinds send out card. < r 
letters at Christmas or New Year’s expressing appreciation of the customers 
business and good relations during the year. These arc obviously forms sent 
out wholesale. Retail stores often send out letters, apparently signed by the 
vice-president, stating that the store has greatly missed the customer because 
of her failure to use her charge account in recent weeks. No matter how 
skillfully the fill-ins of names and addresses are done, customers recognize 
these for the form letters that they are. But really personal letters from a 
known company executive can carry considerable weight in building cus- 

tomcr goodwill. Have you tried these? 

A letter expressing appreciation of a customer’s long-time record of mak¬ 
ing prompt payments, with few returns or claims for adjustments. (The 
letter should have no other purpose whatever, such as enclosing a new 
price list or catalogue or mentioning an exhibit at an approaching trade 

show; it should he fmrv aft/necialion) 

A letter of recollection and appreciation on the fifth, tenth, fifteenth, etc., 
anniversary of the opening of a customer's account. (Obviously it will 
require some digging through ledgers and correspondence to establish 
these facts.) So much the better if the letter can include some person¬ 
alized recollection. “Do you remember. Bill, when . . .?” 

A personal letter of congratulation to a customer who is opening a new 
or enlarged plant or store, a well-known schoolteacher on an advanced 
anniversary of her service with the local schools, or a public official, 
civic leader, or member of the clergy reaching a similar anniversary in 

years of service to his community 

/ 

9. Customer relations for manufacturers 

Dealer relations. Dealers have been found to favor 

Inquiries from manufacturers concerning the types of dealers’ helps they 
desire and the forms of selling and advertising support they consider 
most valuable to them, rather than dealer campaigns dropped upon 
them ready-made and inflexible 

Manufacturers’ salesmen who— . 

Are trained to do quick, competent, confident selling, saving the deal¬ 
ers’ time and avoiding uncertainty or confusion 
Art* interested in each customer's opportunities, problems, and plans 
Are competent to estimate the dealers’ stock needs accurately, avoiding 
either starved stocks or overloaded inventories 
Are able to suggest ideas for improved operations 

Are fully informed concerning new uses for your products and your new 
services available 

Are convinced of the superiority or quality ol your line and fully able 
10 prove it and arouse the enthusiasm ol the dealers 
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Are competent to do an immediate job of “trouble shooting” 

Are authorized and able to make adjustments in prices and credit details 
Correspondence from their suppliers which is friendly and personalized 
Support from the manufacturer in the form of— 

Carefully planned advertising and dealer aids that reflect the dealers’ 
and customers’ viewpoints: 

Counter and window display pieces and equipment 

Mat services, radio scripts, and blowups of national or sectional 
advertisements for display in windows or within the dealer’s 
selling space 

Materials for use in handling his own customers, such as movi. 
reels, sound slide films, other visual aids and demonstration appa¬ 
ratus, sample kits and swatches, structural cross sections of prod¬ 
uct, color-matching equipment, maps and road guides 

Manuals, guides, and selling kits to help his own or his customers’ 
salesmen to become better informed about the products and 
more capable of selling them 

Booklets for ultimate customers, coaching them in the selection, 
use, and care of their own products and sometimes of related 
products 

Training courses provided for dealers or their salesmen, mechanics, and 
service men; training demonstrations 
Prompt and careful handling of investigations and plant surveys, esti¬ 
mates and proposals, inquiries, claims, and complaints 
More careful packing of shipments, since damage in transit has become 
too high 

Better balance of sizes and price ranges in assortments offered - 

Avoidance of frequent and unexplained substitutions in shipments 
Competent, well-trained installation men, follow-up inspectors, mainte¬ 
nance men, and repair men 

Better advance knowledge of proposed price and catalogue changes and 
of style and model obsolescence, with warnings to move the threatened 
older stuff 

Fairness in discounts and commissions, and avoidance of competition from 
the manufacturer 

Fair treatment of the “little fellow” against the bigger one 
Often, protected lines and territories 

The assurance of continuing association with a house that has solidly 
established, and will continue to maintain, a reputation for reliable 
quality, excellent performance, and unquestioned integrity in all its 
dealings 

Other manufacturers as customers. For getting and holding the goodwill 
and business of other manufacturers who use your products in their own 
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processing, you can make their interests obviously your own. You can do this 
through— 

Your advertising. Your technicians can carefully write data concerning 
typical problems that such customer processors may encounter in their 
operations. These reports should describe fully— 

Various situations as case studies 

The causes underlying each objectionable development 
Methods for appraising and testing the situation 
Techniques for rectifying the difficulty 

Precautions to be taken for avoiding or minimizing the trouble in the 
future 

Such information can be presented to your customers through— 

Your advertisements in technical and trade magazines 
Special articles written for such magazines after proper arrangements, 
with proper credit given to your company and its technician or 

executive 

Booklets or folders to be sent through the mails to your customers, 
either unsolicited with an explanatory and friendly covering letter, 
or in response to their requests based on offers in your periodical 
advertising 

Literature to be left with customers by your salesmen on their calls, 
after careful explanation of the nature and purpose of the material 
Some manufacturers have built up the processors’ goodwill as well as 
their own trade by describing the processors’ products in the manu¬ 
facturers’ own advertising of the materials utilized 
Visits from your company executives. A call at your customer’s place of 
business can be used to— 

Express appreciation for the business from his house, his prompt pay¬ 
ments, and his progressiveness 

Inform him about new products or services available, particularly as 
they relate to his own processes and problems 
Answer his inquiries or record them for prompt answer by the tech¬ 
nicians at your plant 

Become more familiar with his plant facilities, processes, problems, 
plans, and possibilities, so as to assure more intelligent and sympa¬ 
thetic treatment of his correspondence 
Product research. You can keep customers closely informed of your prog¬ 
ress in developing new products they can make, using your products as 
materials. As examples— 

A leading manufacturer of plastics and allied materials maintains a 
program of developing new products that molders can make profit¬ 
ably from its line 

Another manufacturer works on ideas in electrical appliances, carry- 
in g the development of a design job up to the point of making a 
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model, before making a charge for its services. The idea is then 
promoted to the engineering and sales personnel of electrical appli¬ 
ance manufacturers, producing a model at cost, if desired 7 

Study of improved production methods. Various manufacturers assign 

their own technicians or retain outside consultants to study and improve 

production methods and results, for the benefit of their customers using 

those methods. Others help their own vendors or suppliers improve 

products and methods so as to benefit from better quality, reduced costs, 

and a better price structure and thus contribute to their own customers’ 
goodwill 

Product evaluation. You can assist your customers in determining the 
quality and sales possibilities of the products they are making from your 
line of materials. For example— 

A leading chemical company uses a technical evaluation committee 
at its home office to study its customers’ products from the stand¬ 
points of basic design, production techniques, comparison with 
other materials, and resistance to potential service hazards. Samples 
are also sent to a consumer panel for further appraisal from the 
user’s viewpoint 

Marketing possibilities. Similarly, you can make available to these pro¬ 
ducer-customers the technical advice of your advertising and selling 
staffs for determining market potentials for their products and for 
choosing advertising media and planning sales strategy 

Future industrial customers. Manufacturers in various engineering lines, 
such as structural steel and ceramic products, have produced highly useful 
handbooks and manuals bearing the company’s name which are placed into 
the hands of technical college students. Some of the leading laboratory 
houses in the manufacture of pharmaceutical products each year entertain 
thousands of medical and pharmacy students for several days of carefully 
preplanned visits to their plants, with special lectures and demonstrations 
and suitable entertainment. 

10. Customer relations for retailers 

Manufacturers need to create reputations for their lines of products', but 
retailers must build prestige and customer loyalty for their stores. It is in 
retail establishments that ultimate customers are the most numerous and 
come into most intimate touch with the company. The retailer’s very exist¬ 
ence depends upon that customer goodwill, since customers can obtain most 
lines of products from other retailers in the trading area. 

Naturally retailers were among the earliest developers of customer rela¬ 
tions. But many retailers still overlook even the simpler goodwill factors. To 

7 Business Week, Sept. 24, 1949, pp. 41-42. 
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quantity, and assortments, and that it is properly handled and attn > 
displayed, then your salesmen can “make or break” all your other actmties. 
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Test your selling force in the light of an earlier discussion in this section, 
“Reasons why customers left you.” 8 

On the other hand, customers in a retail store typically like salespeople 
who— 

Show a genuine friendly interest in learning and helping to solve the cus¬ 
tomers’ problems, yet are professional in attitude 

Are well informed and scrupulously honest concerning the merchandise 
they sell, as to its construction and sources, advantages and limitations 
for particular purposes, service quality, care, value in relation to price, 
and guaranties 

Know what merchandise is advertised in the current newspapers and what 
is displayed in the street display windows, its prices and characteristics, 
where it is to be found in stock, and how to place it quickly before the 
customer on her indication of interest in it 

Can serve their customers’ interests by well-directed but unobtrusive sug¬ 
gestion of related merchandise, better buys, departmental specials, new 
goods, or goods now available which had earlier been in short supply 

Can tactfully play up the store’s services such as gift wrapping, counseling 
services, personal shopping guidance, designing and fabrication to order, 
and special ordering 

Are fully informed about the store’s policies and system and are able to 
make promises about deliveries, credit, layaways, return privileges, and 
the like 

Are courteous, patient, and considerate in all matters 

But to obtain, train, and retain salespeople of that description will require 
• £ 

continuing, positive action and supervision on your part. Such traits must 
start at the top of the organization. Any institution is the lengthened shadow 
of its founder or reflects the personality of its chief. 

Comforts and conveniences in retail stores. You can check on other retail 
stores that have provided for their customers conveniences such as the 
following: 

A radio-equipped truck stocked with basic merchandise cruising around 
in one of the large store’s main delivery areas is ready to make delivery 
within minutes after a customer phones in an order 

A shoe store records all sales of children’s shoes. A few months after the 
latest purchase, a card is mailed inviting the customer to come in to 
have the shoes checked 

Tray luncheons are served to customers undergoing treatments in the 
beauty shop 

A rack of umbrellas is available for free loan to customers caught in a 
shower 

8 P. 285. 
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Chairs arc provided in drug departments, and a glass of ice water, for cus- 
tomers waiting for the delivery of their prescriptions 
Small stores are beginning to furnish toilet-room faciht.es for mothers and 

Chairs" arTplaccd outside the entrances for customers arriving before the 

store’s doors are opened , , .. 

Direction sheets or booklets are handed to customers showing the location 

in the store for all departments and numerous important types of mer- 
l*i ndise 

I n'smalle. 6 retail stores, clearly visible department signs, often neon lighted, 
are placed over wall cases or in other strategic locations 
Special inside displays of merchandise featured in outside display waidow 
are shown prominently, so as to save customers the trouble of inquiring 

N iTmercms" stonfs are 'placing cards carrying merchandise information next 
to goods on display or are attaching informative tags or labels to the 
goods, so as to aid customers’ decisions, minimize misunderstandings, 

Price lists are posted by the telephone in some smaller stores, for answer¬ 
ing inquiries. Clerks arc trained to obtain the customer s name and 
address early in the conversation so that she will not hang up abrup y 
after stating her order and be disappointed at receiving no delivery 
Personal shoppers and interpreters acting m an advisory capacity are 
provided to conduct customers on requested shopping tours through t 

store or to handle orders sent in by mail or telephone 
Budget counselors help lower income customers to study planned pur¬ 
chases and adjust them to income and earlier financial obligations 
Special counselors are available for career girls, for brides, for grooms and 
their ushers, for expectant mothers, for home decorating, for sewing, 
knitting and make-over work, and for hostesses’ problems 
A gift counselor who will record dates of anniversaries for businessmen or 
other customers and, subject to carefully recorded preferences and 
instructions, will provide suitable gifts from the store’s stocks or special 
orders to cover those occasions 

Special pre-Christmas gift and fashion shows for men customers only, on 

selected evenings . _ . . , , , 

Use of the store’s auditorium for women’s club meetings, for high school 

plays, for special fashion shows in which the group’s members may assist 

as models, for Saturday morning movie showings and theatricals for 

customers’’young children, for evening meetings of civic groups 

Tours of the store “behind the scenes’’ for women’s groups or classes ot 

commercial students in the schools 

Providing, in a drugstore or drug department, a stock of crutches, baby 
scales, wheel chairs, and oxygen tents for loan to customers or doctors 
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Maintenance of convenient files such as a list of dressmakers in a depart¬ 
ment store, a register of trained nurses in a small-town drugstore, or a 

roster of plumbers in a hardware store selling kitchen and bathroom 
fixtures 

Change-making machines near public telephones and a supply of small 

change in the possession of doormen to assist patrons in paying for taxi¬ 
cabs 

A supply of paper tissues beside a self-service meat counter in a super¬ 
market, with which customers can wipe their hands 

Keeping order-taking telephone operators on duty late evenings, early 
mornings, or sometimes on Sundays so that customers may phone in 
their orders of advertised merchandise at their own convenience. A 
Detroit men’s apparel store installed a microphone and coin slot outside 
its show window so that a customer could deposit his quarter to activate 
the recording mechanism inside and dictate an order for numbered 
merchandise in the window to be delivered next day, with the deposit 
credited in payment 

Modernization or rearrangements of service facilities so that customers 
will not need to stand in long lines awaiting service in your restaurants, 
at the post office, gift-wrapping booth, or at cashier, layaway, and 
adjustment desks 

Such customary services as gift-wrapping departments, post-office 
branches, checkrooms, supervised nurseries for children, rest and writing 
rooms, check cashing, ticket-sales booths, a rack of city directories or 
telephone books from other cities, services of a notary public, appoint¬ 
ment corners or books 

Care and accuracy in services. Customers have come to expect extensive 
services in retail stores and they want them well handled. Even if errors 
have been reduced to a fraction of 1 per cent in your store, any fault is 100 
per cent to the customer who suffers from it. So check on— 

Faults of courtesy. All types of employees who contact the public can 
often be inconsiderate, abrupt, inattentive, uninformed, unobliging, im¬ 
patient, impolite, chewing gum or smoking in presence of customers 
who are obviously displeased, or publicly manicuring or renewing 
make-up. Well-enforced rules should care thoroughly for all such 
matters. 

Putting the customer at ease. This is especially essential when the cus¬ 
tomer is facing an interview for establishing a credit account with your 
store, making a claim for adjustment, or interviewing a buyer or exec¬ 
utive when trying to trace down a source for some wanted merchandise 
or service agency. 

Keeping promises. Special effort often must be made to assure that em¬ 
ployees understand thoroughly the limits within which they can promise 
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additional shipments of wanted merchandise, deliveries at certain gi¬ 
fted times, return privileges, credit concesstons, and the hke^When a 

special promise is made, it must he kept religiously. For example a 
store’s chief executive remained at his office overtime to assure that an 
awaited wedding dress was completed as promised and he delivered the 

„own in his personal car to the anxious young bride. 

hut's in sy«em. All care must be taken to prevent or mini¬ 
mize the charging of merchandise bought on credit to wrong accounts, 
delay in posting payments or returns, misspelling of customers names, or 
misuse of titles as “Mr.” for “Miss.” Local obituary columns should be 
watched closely and the store’s mailing lists corrected at once to assure 
that advertising pieces, collection letters, or solicitations to use^inactive 
accounts arc not addressed to customers recently deceased. (Cases have 

been known in which such letters have been mailed for P ™ 3 
dead.) Simple mistakes in delivery may be easily explained. Rut those 
alibis do not remove the disappointment and resentment of a rustomci 
at having her plans ruined. A customer does not soon forget or for„i 
her embarrassment when an article bought to be carefully gift-wrapped 
and delivered to a friend reaches that friend in rough unattractive pack¬ 
ing with the sail's slip, its price very evident, tucked carelessly into th. 

array. 

Goodwill-building services outside the store. You can join other leading 
itores in employing these activities for goodwill building: 

Using the “welcome wagon” or similar greeting services to bring your 

store to the favorable attention of newcomers to the area 
Selecting and training competent persons in your organization to make 
public speaking appearances to represent your store. Your fashiomsts, 
home decorators, advertising staff, and personnel officers can appear 
before women’s clubs, school and college classes, parent- eacher group., 
men’s luncheon clubs, church and service clubs, college fraternities and 

sororities, and local radio forums , 

Making store executives available as judges for school debates and con 

tests, for discussion panels at business clinics, and for some of the 

appearances listed above , , , . ^ 

Sponsoring hobby clubs and athletic teams of local schools, helping mam- 
tain clubs and summer camps for underprivileged children, contributing 

prizes for athletic, dramatic, or handicraft contests 

Contributing display space in store windows or ms.de the store and men¬ 
tion in the store’s advertisements for featuring exhibits of boy 01 gir 
scout handicraft, educational or historical exhibits, community chanties, 

and community planning and development events 
Cooperating in making available to local children the enjoyment of spt- 
cial children’s dramatic events, symphony concerts, and juvt m t * 

exhibits 
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Sponsoring research and development activities. For example, a large 
mail-order house has been cooperating with agricultural authorities 
among Southern farmers to help bring about better crop diversification 
and stockbreeding, offering young animals for farm boys to raise, paying 
for the services of lecturers from agricultural colleges, providing prizes 
for those getting the best results, and setting up numerous college 
scholarships for needy farm boys 

Sponsoring and underwriting the erection and maintenance of local his¬ 
torical landmarks or memorials; assisting with development foundations 

Making the time and efforts of your executives available for earnest, active 
participation and leadership in activities and organizations for com¬ 
munity betterment 

Summation 

If and when you undertake a program of customer relations, identifying 
and supporting it as such, remember that 

Public relations is an attitude rather than a technique; it is a policy rather than a de¬ 
partment. It is the external evidence of having conducted the internal affairs of a 
business in a way of which you can be proud. 9 

Any realistic and effective program must— 

Start from the top and receive the full, honest support of your executives. 
(It’s a “shirt-sleeves job”) 

Frankly and correctly reflect the policies of your company 

Be thoroughly “sold” to all levels of employees 

Pivot continually around the ascertained interests of customers 

Be set up with definite, specific objectives 

Be subject to continuous and careful follow-up, evaluation, and adjust¬ 
ment as necessary 

Customer relations cannot be separated from your company’s other policies; 

Employee relations (discussed in Section 9) will determine whether 
your company’s employees possess the interest, morale, and enthusiasm 
to carry out an adopted customer relations program, convincingly 

Stockholder relations (discussed in Section 10) can obtain intelli¬ 
gent understanding of, and support for, an effective customer relations 
program 

Vendor-creditor relations will assure that your suppliers will cooperate 
effectively in your merchandising plans. They and your governmental, 
community, and press relations will all contribute their share to the 
building of an excellent reputation for your company, spreading amaz¬ 
ingly, for good or for bad, “along the business grapevine” 

9 Otto Kleppner, Advertising Procedure, 4th ed., Prentice-Hall, Inc., New York, 1950. 
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Introduction 

Labor relations are often considered the sum and substance of employee 
relations. 

Happily, that is not true. Labor relations cover the relatively limited area 
of contact between management and the labor unions representing some or 
all of its employees. Employee relations cover all the myriad contacts be¬ 
tween the company and its employees. 

Although the relationship between management and individual employees 
is often forgotten when public attention is focused on management-vs.-union 
conflict, management cannot afford to overlook the broader, more funda¬ 
mental relationship. 

Unfortunately, some managements themselves have been misled by the 
assumption that their chief concern is with union relations, overlooking the 
far more significant and basic factor of employee relations. 

Management-employee contacts. When an employee is hired, there is no 
labor-relations aspect to his selection as an employee and his assignment to 
a specific occupation or department. The employer selects from among those 
available the worker best qualified for the specific job. Subsequently, the 
employee may be subjected to an orientation program, during which he 
learns of the history of the company and something about its products or 
services. He is advised of company employee policies, is given some prelimi¬ 
nary instructions concerning safety on the job, and is told something about 
the benefits to which he becomes entitled as an employee of the company. 
Then he is introduced to his foreman. He is assigned to a particular job. 
A foreman or instructor may show him how his machine operates or how the 
job is to be performed, or may tell him from whom he is to take orders, when 
and where he is to have lunch, where and how he may get needed tools, 
what to do in case he feels sick or gets hurt, when and how he will be paid, 
and all the other details of the starting routine. After the new employee goes 
to work, probably the most important single factor in his mind is the attitude 
of his foreman and the care that his foreman takes in helping him to bridge 
that difficult adjustment period until the new employee becomes “one of 
the gang ” 
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During this period the union steward may approach him with reference 
union membership, but the employee’s main concern is whether or not 
he is making the grade, whether the foreman approves of his_ work and 
actions and whether the other employees accept him as one of them. 

When he receives his pay check at the end of the pay period, that pay 
Check comes not from the union, but from the paymaster of the company. 

It is true the union may have negotiated the wage rates and therefore may 
bear some responsibility for the amount of the check, but the connection is 
an indirect one and the employee very’ properly regards his check as coming 
from the company and the amount of the check as being determined by the 
company. If the employee has some question in his mind, the natural person 
to whom he turns is his immediate supervisor. It is only when the employee 
does not get a satisfactory solution to his problem and feels it necessary to 
call in a union steward that labor relations enter the picture. 

In addition to these points of contact, there are such important factors as 
safety on the job, availability of machine safeguards and personal protective 
devices, adequacy of the machines that he works on, the flow of material 
the making of time studies and the setting of incentive rates, the provision of 
lockers and sanitary facilities, organized recreation, group insurance, employee 
benefit associations, and communications to and from the company. All these 
are but some of the points of contact between employee and management 
which go to make up the complete entity of employer-employee training, 
counseling, welfare activities, requests for transfers, individual wage increases, 
promotions, the suggestion system, and use and issuance of personal protec¬ 
tive equipment and tools. Only a very small proportion of these arc ordi¬ 
narily included in the term “labor relations.” 

7. Evidence of poor employee relations 

Poor employee relations manifest themselves in a variety of ways. 
Absenteeism. A rising rate of absenteeism is one reliable index of growing 
employee discontent. Sometimes the employee stays home because of a 
slight indisposition that he would normally take in his stride. Sometimes he 
mav find other pretexts, for the average worker hates to admit, even to him¬ 
self, that his job has become so distasteful that he prefers to stay home and 

listen to “soap operas” rather than go to work. 

In themselves, absenteeism figures may be considered a fair rule-of-thumb 
index of employee morale. They assume even greater significance, however, 
if each absence is investigated to determine the real underlying cause, and it 
the various causes are then tabulated, analyzed and interpreted, and brought 
lo the attention of top management. Absentee figures have an important 
story to tell, if management will but take the pains to evaluate their sigmfi- 
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cance. Both from the viewpoint of interrupted production and the viewpoint 
of employee relations, absenteeism deserves more study than it normally 
receives. 

Requests for transfers. Similarly, a request for a transfer may be a sign of 
discontent with work, supervisor, environment, or fellow employees. Normal 
human inertia tends to make people prefer to remain on the same job and a 
part of the same informal group. Changing jobs requires effort and adjust¬ 
ment to a new environment, new people, and usually somewhat different 
work. When an employee requests a transfer, it is well to look into the situa¬ 
tion to determine the root of any possible discontent that might be sufficient 
to make him overcome this normal inertia. 

High turnover. A high rate of turnover is an even more urgent danger 
signal for alert management, and particularly so when it affects the long- 
service employee. He prefers the environment he knows, with all its imper¬ 
fections, to the turmoil and readjustment involved in finding and fitting into 
another job with a different company. And he is likely to think twice before 
he sacrifices the seniority “rights” associated with most jobs. He has a stake 
in his present job. 

Therefore, when he is so upset and dissatisfied with his present job that he 
decides to change, there is likely to be a serious underlying cause. 

Disciplinary difficulties. Poor employee relations are likely to lead to de¬ 
terioration of plant discipline. If an employee believes that management has 
no interest in him or, what is even worse, that management has no use for 
him, he is not likely to respond to the normal disciplinary requirements of 
any civilized group. Disciplinary action is necessarily based on regard for 
others and on respect for authority. If employee relations have reached such 
a state that employees disregard management’s authority, discipline goes out 
the window. Loss of control within an organization may result from loss of 
respect for that authority which is necessary to the smooth, orderly opera¬ 
tion of an industrial plant. 

Cleavages. Militant unionism or other direct action by employees may¬ 
be caused by the nature and political inclination of the union’s leadership. 
On the other hand, continued and increasing demands on the part of unions, 
an excessive number of grievances, evidence of restricted production, short 
work stoppages, and many other manifestations of cleavage between manage¬ 
ment and employees may be the outcome of poor employee relations within 
the organization. 

Work stoppages. The final and well-nigh inevitable climax of poor em¬ 
ployee relations, if not corrected, is a complete interruption of the business 
by strike, slowdowns, or “work holiday.” While it is well known that “unau¬ 
thorized” strikes, “spontaneous” walkouts, and the like arc not always wltal 
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they arc claimed to he. many work stoppages are the end result of poor 
employee relations. In many cases a strike is an explosion resulting when 
long-smoldering dissatisfactions are suddenly touched of! by what may appear 
to be a trivial incident. Unfortunately, some managements are unaware of 
the dangerous status of their employee relations until the explosion of a 
strike brings it dramatically to their attention. And even then, management 
is likely to lay misplaced emphasis on labor relations rather than undertake 
the less glamorous hut more fundamental job of building sound employee 

relations. 

Summary. Where good employee relations do not exist, it is easy to blame 
many things for the condition. Some point to the employees and say that 
they are lazy, unreasonable, or uncooperative. Some point to the union and 
sav that it fights management and prevents management from doing the 
right thing by its employees. Some point to the union leaders and say that 
they arc trying to undermine management or invade the sphere of manage¬ 
ment. Some point to union-biased legislation and say that management’s 
hands arc tied. Some point to the national administration and say that it 
appeases organized labor and is opposed to progress in enterprise. Others 
point to the critical times in which we live and say that in these days we 
can’t do what we want to, anyway. 

There may be some element of truth in all these explanations. Hut the 
fact remains that, after making due allowance for all these factors beyond 
the control of management, the most decisive factor in creating a sound 
employer-employee relationship is a management that is alert, sound, en¬ 
lightened, and appreciative of the critical importance of sound employee 

relations. 

2. Employee wants 

Many surveys have been made in an effort to determine what employees 
want and which of their wants are the most important to them. It is not 
surprising to find no unanimity about the results of these surveys and opin¬ 
ions. Americans are a heterogeneous people, composed of segments of 
different backgrounds and cultures. There can normally be no unanimity on 
sl ,ch questions as opportunity vs. security, shorter hours vs. more pay, etc. 

Moreover, the relative importance of various employee wants changes with 
time and economic conditions. The things that seemed most important to 
workers in 1933 seemed of much less importance in 1947. In 1933 wide¬ 
spread unemployment served to underscore the need for job opportunity. At 
that time much was heard about the right to work, and make-work piojects 
and share-the-work plans were in vogue. In 1946, as war production tapered 
oil and industry was involved in reconverting to civilian production and 
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Employee Wonts 

(Order of importance of factors affecting the employer relationship, as 

summarized from available surveys *) 



Factors 

Order of 
importance 

Reciprocal 

1. 

Security . 

- 1.33 

0.751 

2. 

Fair adjustment of grievances. 

2.40 

0.417 

3. 

Working conditions . 

3.33 

0.300 

4. 

Wages. 

5.33 

0.188 

5. 

Promotion . 

5.55 

0.180 

6. 

Safety . 

6.00 

0.167 

7. 

Supervision. 

6.80 

0.147 

8. 

Recognition . 

6.88 

0.145 

9. 

Benefits. 

8.00 

0.125 

10. 

Job instruction. 

8.50 

0.118 

11. 

Share in management and profits 

9.00 

0.111 

12. 

Information . 

9.63 

0.104 

13. 

Amount of hours and work. 

9.70 

0.103 

14. 

Job planning . 

10.67 

0.094 

15. 

Self-expression . 

11.80 

0.085 

16. 

Efficient methods . 

12.00 

0.083 


1. Available surveys as presented in the material on hand are dissimilar to tin- 
extent that the same factors do not always appear in each survey. 

2. The number of people who answered each survey is not known; therefore it is 
impossible to obtain weighted values per factor used. 

3. The ranking shown on the chart is tentative because all surveys did not include 
the. same factors. For example, the No. 1 factor was obtained from three surveys, 
while supervision, which ranks seventh, was based on 15 survey results. 


100 



- 30 


Foctors 

1 Security 

2 Fair adjustment of grievances 

3 Working conditions 

4 Wages 

5 Promotion 

6 Safety 

7 Supervision 

8 Recognition 

9 Benefits 


10 Job instruction 

11 Share in management 
and profits 

12 Information 

13 Amount of hours 
and work 

14 Job planning 

15 Self-expression 

16 Efficient methods 



Relative importance of employee wants. (From Hill, Lee H., “Pattern for Good Labor 
Relations,” McGraw-Hill Book Company, Inc., 1947.) 
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services, the emphasis changed to maintenance of peak wartime take-home 
nay. Instead of plans for spreading the work, employees became much more 
interested in such matters as getting back to a 40-hour week, with hourly 
wage-rate increases adequate to maintain high wartime earnings. 

Employee wants also depend in large measure upon the actions of the 
management of the enterprise in which they are employed (see table on 

page 309). . 

General rating of employee wants. The foregoing chart summarizes the 

findings of numerous investigations with respect to this subject. No factor 
can properly be considered independently of others, the sole purpose of the 
illustration being to get some indication of employees’ views on the relative 
importance of the various factors pertaining to their work. 

While security is listed as the most important of employee wants, it should 
be noted that many of the surveys were taken during the depression, when 
security denoted the difference between having a job and being thrown on 
relief. Rut in addition to joh continuity, security also means personal secu¬ 
rity—f.e., that the employee can trust his employer, that he can count on 
being accepted as “one of the gang” in his work group, and that he will not 
be discriminated against. It is in large measure the search for security that 
accounts for employees joining with others to form unions, since the very 
act of doing things in concert lends an aura of security and approval to 


employees’ acts. 

The employee’s feeling of security may be enhanced by good management 
in many wavs. In the first place, management’s complete assumption of its 
responsibility for adequate planning can result in greatly increased regulari¬ 
zation of employment, minimizing the peaks and valleys that characterize 
many company employment charts. Secondly, a considerable part of the 
employee’s lark of security may be due to the fart that he knows little about 
the company or about his status in it. Adequate information can help in this 
respect, together with an indication from the supervisor that he knows the 
type of work the employee is doing and the problems he is meeting and that 
his progress is being noted. And, finally, it is up to management to sell the 
employee the conviction that he will be fairly treated. In this connection it 

is deeds, rather than words, that count. 

The employee’s second most important need is the knowledge that com¬ 
plaints will be fairly and promptly heard and appropriate action taken. If 
the employee has a valid complaint, it is up to management to do something 
about it—and do it promptly. If the employee’s complaint is based on mis¬ 
understanding or imagination, he deserves an explanation. 

Of the three most important employee needs, working conditions are 
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listed as third. Y\ orking conditions; in the sense used here, refer not only 
to the physical working environment, but also to the relationship between 
the employee and his supervisor, and other psychological factors. Many 
employers have gone to great lengths to provide excellent physical working 
conditions for their employees and have been surprised that better relation¬ 
ships have not automatically resulted. Employee good will cannot be bought 
by lush expenditures. It lias to be earned by proving to employees that they 
are being treated like the human beings that they are. 

It is interesting to note that, in this summary of many investigations, wages 
are a poor fourth in the listing of important employee needs, rather than 
the first, as many employers assume. Rates of pay and working conditions 
are high on practically every list of union demands. Entire industries have 
ceased to function and national crises have arisen over the question of an 
hourly wage increase. But the individual employee is usually far more con¬ 
cerned with the question whether his rate of pay is fair as compared with 
others in his department (and, to a lesser extent, in comparison with others 
in his plant and community) than with the absolute amount of money he 
takes home on payday. Elis relative pay keenly affects his pride and dignity, 
and these are of most concern to him. Accordingly, wise managements are 
concerned with job evaluation, merit-rating systems, and other techniques 
for attaining and maintaining a just and fair rate schedule, and positioning 
employees appropriately within the rate ranges. It is quite probable, how¬ 
ever, that wages might come very close to the top of the list in times of 
rapidly rising prices. 

Next to the proper wage for the job, employees are interested in receiving 
pay increases when deserved. A pay increase means more than increased 
earnings; it is a symbol of progress and of recognition of the employee’s 
work. Accordingly, a pay increase based on merit is far more significant to 
the employee than one based on length of service. 

The fact that in so many cases wages constitute the chief bone of conten¬ 
tion between management and unions in collective bargaining may be inter¬ 
preted to mean either that the union seizes on wages as a popular subject on 
which to make demands or that wages have become a symbol for other 
employee needs which have not been met and about which the union can 
take but limited effective action. 

Of the remaining employee wants listed on the chart, none of which are 
ne arly as important as the first three, it may be noted that the chief employee 
consideration as to promotions is that they should be made fairly, with due 
recognition for merit and ability as well as for length of service. Employees 
properly consider it to be management’s responsibility to provide a safe place 
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to work, with appropriate machinery safeguards and personal protective 
devices. Failure on the part of management to provide these is regarded as 
evidence of management’s disregard of employee welfare. 

While supervision is listed seventh on the chart, it is obvious that every 
phase of the relationship between management and employees is affected by 
the kind of immediate supervision provided for employees. 

In rating “recognition as an individual,” it is doubtful whether many 
employees understood what was meant. Employees deeply feel the need for 
recognition (by being accepted as a member of the work group, being con¬ 
sulted by the boss, etc.) but arc very unlikely to talk about it in those terms. 

Employee benefits (including pensions, medical services, vacations, and 
insurance plans) rank ninth on this listing of employee wants. 

Job instruction, tenth in order of importance, represents the employee s 
desire to be told what is expected of him and how he may best perform it. 
Many employee-training programs are helpful in this respect, but in the 
great majority of cases, job instruction is left to the employee’s immediate 

foreman or instructor. 

Employees are human. Regardless of temporary variations in direction, 
regardless of passing catchwords and slogans, one thing seems unalterable 
and fixed in the catechism of employee wants: Every employee wants to be 

treated like a human being. 

That is a simple statement to make, but its implications are profound. 
Every slight to his personal importance, cveiy wound to bis pride, every 
insult to his dignity, will find some way to express itself. The slight may be 
unintentional, the wound purely accidental, the insult mere carelessness; but 
the effect on the employee will be felt and will seek to make itself heard. 
Being a human being, the employee wants his pride and dignity respected. 

For that reason alone, a public reprimand can wreak havoc. 

Pride in work . Every self-respecting man takes pride in his work. While it 
may be true that the creative pride of the artisan has been reduced because 
mass production has resulted in skill dilution, it is too often overlooked that 
the man whose job it is to tighten nut No. 3,467 as the cars go by on the 
conveyer takes real pride in his work. He needs to feel the significance of 

his contribution. 

Pride in one’s work is not only a basic expression of individual dignity; 
it is one of the most useful characteristics for management to cultivate and 

develop. . 

A man’s just pride in his work is a good thing for a man to have. It is a 

good thing for management to encourage. Given pride in his work, the 

employee will give it his best. Fake away his pride, and the work loses 

significance. 
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Much has been said about the workers’ loss of pride because work sim¬ 
plification and mass production have led to less need for skill and judgment. 
While it is true that there are now relatively few workers who take a single 
operation all the way through to make a complete product, nevertheless it 
is not to be overlooked that each worker’s self-respect requires that he 
attribute significance to his particular part of the operation. 

Acceptance by fellow employees. Every employee wants to be treated like 
a human being. He wants and needs the acceptance and approval of his 
fellow employees. And to get it he will cut his income, if necessary, or help 
out a fellow employee, or badger his foreman. If the group, with or without 
union intervention, has agreed to restrict production to an agreed level, 
most employees will participate in controlling output, even though it may 
result in loss in take-home pay, in order to retain the approval of fellow 
employees. Other employees have sought to gain the admiration of fellow 
employees by egging on the foreman, by pretending to misunderstand instruc¬ 
tions, or by getting the foreman to “blow his top.” These are cases in which 
a regard for approbation by fellow employees is more important to the indi¬ 
vidual employee’s pride than his chances of promotion or his acceptance by 
representatives of management. 

Evidence of management interest. It is the need for self-respect that makes 
management interest in employee suggestions so effective. Sometimes the 
mere fact that the supervisor has taken the trouble to get the facts makes 
the employee realize that management is interested in him. For example, one 
employee submitted a safety suggestion involving the application of a lift 
that he had seen in operation in a railroad shop. A thorough investigation 
was made, including a visit to the railroad shop to see the lift in operation, 
and the matter was fully discussed with the suggester. Despite the fact that 
the suggestion was not adopted, the employee expressed his appreciation for 
the thorough consideration that had been given his suggestion. He knew 
and management knew that the decision was sound, and both learned some¬ 
thing in the process. The obvious consideration of the suggestion and the 
explanation for its nonacceptance did more to build a sound relationship 
than if the employee had received a $50 suggestion award, for the employee 
knew that his suggestion had been treated with all the respect it deserved. 

Fair play. Despite the normal desire for progress and advancement, not 
every employee wants to be president of the company. Many employees do 
not want promotion and the responsibilities that go with it. But it makes a 
great difference to every employee, regardless of his ambition, whether pro¬ 
motion in the company is based on merit or on favoritism. Promotion bv 
whim or favoritism not only hurts the employee who should have been pro¬ 
moted, but arouses resentment in most other employees. 
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A consideration of the fundamental importance of the employee’s desire 
to he recognized as a human being inevitably leads to the conclusion that the 
most important relationship in which the employee is involved is that be- 
tween him and his immediate supervisor. As Morris S. Vitclcs stated, The 
relationship between first-line supervisors and the individual workman is of 
more importance in determining the attitude, morale, general happiness, and 
efficiency of the employee than any other single factor. 1 

It follows, then, that if management is sincere in pursuing the goal of 
ideal employee relations, it will give primary importance to the problem of 
selection and training of the first level of supervision. Training, of course, 
includes not only formal training but the examples set and instructions issued 

by higher levels of management. 

The union's role. If it is true that the employee’s most serious need is to be 
treated like a human being, it may very well be asked why union demands 

are silent on this score. 

The answer seems to be twofold. In the first place, no one has yet been 
able to write a contract specifying the content of "treatment like a human 
being.” Secondly, that treatment must come from management. The union 
cannot supplant management in assuring the employee that he will he treated 
like a human being. That is the human by-product of the employee’s imme¬ 
diate supervision, backed up by top-management interest and appropriate 
company policies and organization. Management selects and trains the fore¬ 
men; management determines the policies and organization for putting them 
into effect; management determines the working conditions. Management 
and management alone can determine how much effort it will devote to the 
problem of showing the employee that it recognizes him as a human being. 


3. Employee morale 

The employer who is truly and vitally concerned about employee relations 
finds the root of that concern not only in the knowledge that it is good 
business to have good employee relations, but also in his personal interest in 
and attitude toward his employees. 

While high morale and good employee relations are not identical, it is 
clear that the establishment of good employee relations is the major factor in 
high employee morale. Whether morale be measured in the employee’s atti¬ 
tude toward the company or in the degree of his satisfaction with his work 
environment, good employee relations inevitably lead to high morale. 

“Morale” is a much abused word. Not only is it the pretext for all kinds 
of nonsense, from questionable motion pictures to the fanfare of “pin-up 


1 Morris S. Vitrlrs, The Science of 

1934. 


Work, W. W. Norton & Company, Now York, 
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publicity, but it has resulted in all kinds of mistaken ventures on the theory 
that high morale can be created by the fluff of high-pressure propaganda 
exemplified by music on the job, patriotic parties, inspirational programs, 
rallies, letters, bulletins, and drives, shopping services, beauty parlors in the 
plant, door prizes, and beauty contests. Some or all of these may have their 
place in specific situations. But they cannot safely be substituted for the basic 
factors that determine morale in the employer-employee relationship. 

Employee “morale” may be defined as the attitude of the employee toward 
his work environment, and more specifically toward the employer as repre- 

reman and higher supervision. 

In a sense, the state of the employee’s morale may be dependent upon the 

degree to which the employee’s deep-rooted wants are aff ected by his work 

situation. "1 hat is, morale is likely to be high if the employee is convinced 
that— 


His job is secure so long as he continues to do satisfactorv work 

His supervisor recognizes him as an individual human being and treats 
him as such 


He is being treated fairly by the employer—and has an adequate opportu¬ 
nity to be heard if he isn’t being treated fairly 
His company is interested in his welfare and progress 
His work is important and significant 


He knows his company and its products, and when changes arc made he is 
notified in advance and is told why 

The company recognizes when he does outstanding work (and, conversely 
the company is alert to condemn shoddy work by those who try to “ee* 
away with it”) 


I here is a fair opportunity for advancement 

The company is willing to listen to his suggestions and consider them oi 
their merits 

His company is well thought of in the community 


4. Organizing for good employee relations 

How, then, does a management that is really concerned about good em¬ 
ployee relations go about achieving them? 

There is an unfortunate belief that all that is required to establish good 
employee relations is to ‘‘do a selling job.” Some people believe that the 
employees can be sold on the company as one would promote a new brand 
of tooth paste. Good employee relations can be achieved, but not that 
simply. Good employee relations are like any other commodity: they cannot 
be “sold” for long unless the product to be sold is good. In the case of 
employee relations, that “product” is a vital interest in employee welfare, 
buttressed by sound, fair, definite employee policies, administered by a com- 
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carefully selected, and thoroughly trained management group. 
Neither good intentions nor good policies alone can result in good employee 
relations. But both of these can bring about good employee relations if 

administered by sound management. 

In the first place, the interest in good employee relations must start at the 
top. It has been well said that an organization is but the lengthened shadow 
of the chief executive. If the chief operating executive (whether he has the 
title of chairman of the board, president, executive vice-president, or general 
manager) is vitally interested in good employee relations, he will infuse that 
interest throughout the organization. If he has no real concern m sound 
employee relations, anyone else in the organization, whether he is in charge 
of production or head of the employee-relations department, will have an 

uphill battle, with the odds against him. 

Within limitations, every business management carries its own employee- 

relations destiny in its own hands. 

(mod employee relations do not come into existence simply by wishing lor 
them. The first step to implement such a desire is to organize for good 

employee relations. 

Management knows that production requires a manufacturing orgamza- 
lion, and marketing requires a sales organization. Similarly, in order to 
achieve sound employee relations, management must be prepared to main¬ 
tain in its organization an employee-relations organization or its equivalent 
t sometimes referred to as the industrial-relations, or the human-relations, or 

the personnel organization). 

But the employee-relations function diflers from every other management 
function. It touches every employee in the entire organization from president 
to sweeper. The employee-relations department is an arm of management, 
and at the same time a confidant of the worker who has a gripe against man¬ 
agement. It originates and interprets company policies in order to achieve 
uniformity, and at the same time is alert to human reactions that may make 
it desirable to make exceptions in specific cases. It has no line authority, 
yet advises all members of management in their relations with their subordi¬ 
nates. It is the source of specialized and technical information, and yet it 
must keep its feet on the ground, and appreciate the importance of the very 
practical work environment and human reaction of every employee in the 

organization. 

Because it is in intimate contact with every element of the organization, 
the operations of the employee-relations department are doomed to failure 
unless its functions are clearly understood by top management and have its 
backing. It is not enough for top management to set up an elaborate 
employee-relations department and say, “That takes care of our employee 
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relations. Now we can forget that phase of the business and devote our 
attention to production, sales, and finance.” Ry setting up an employee 
relations department, top management simply provides additional help in 
getting its employee relations on a sound basis; but employee relations 
remain a major function of every supervisor, from the assistant foreman to 
the president. By their very nature, employee relations are not a separate 
segment or function that can be delegated to a specialist for handling. 
Employee-relations department specialists can assist, evaluate, investigate, 
interpret, recommend, advise, and carry out a few specialized functions, hut 
they cannot replace the supervisor in his role as management representative 
in the employer-employee relationship. 

Fundamentally, employee relations are the living relationship between 
every employee and his immediate supervisor. The cultivation of that rela¬ 
tionship cannot be delegated to anyone else. The employee-relations depart¬ 
ment cannot segregate and take over the complete task of building sound 
employee relations. 

Staff. It is this characteristic of inseparability between the supervisor as 
an operating link of the organization and as the core of the management- 
employee relationship that is responsible for the employee-relations depart¬ 
ment’s being designated a staff department. As a staff department, it replaces 
the operating or line department only as to certain specialized functions. It 
does not replace the line supervisor as the major representative of company 
authority and source of company decisions with respect to individual employ¬ 
ees. It is available for advising the supervisor with respect to personnel or 
labor-relations matters when he is in doubt. It collects necessary personnel 
and labor-relations information to help the supervisor in his relations with 
his subordinates (and sometimes in his relations with his associates and supe¬ 
riors). It interprets and defines company policies in their application to 
specific situations. It forecasts and anticipates future problems and prepares 
appropriate company policies to cope with such problems when they arise. 
It reports to top management concerning the effectiveness of existing policies 
and practices. It is the staff on which the line supervisor and top manage¬ 
ment lean in employee-relations matters. 

The full importance of the employee-relations department’s role in the 
company organization can best be understood if consideration is given to its 
major functions. 

Major organizational functions. These major functions of the employee- 
relations department may be grouped under three main classifications: 

1. To evaluate employee policies in operation, and report to top manage¬ 
ment on the operation of existing policies, suggesting desirable changes 
and forecasting trends 


317 


HOW TO ORGANIZE FOR GOOD EMPLOYEE RELATIONS 

) G C • • 

2. To formulate, codify, and interpret company policies 

3. To carry out specialized functions, such as recruitment and selection 
of new employees; technical assistance in safety matters; training; 
administration of group health and group life insurance and other wel¬ 
fare plans; initiation and supervision of job-evaluation plans; advice 
on merit ratings; provision of special employee services (such as can¬ 
teens and cafeterias) ; assistance in labor negotiations: maintenance of 
channels of communication, etc. 

While the last two major functions are fairly well understood, the signifi¬ 
cance of the employee-relations department as controller of the employee- 
relations account is not generally understood. Even those managements that 
appreciate the vital importance of the human element seldom look to the 
employee-relations department to keep them advised of the current over-all 

status of their employee relations. 

Employee policies. Especially in the older, larger companies, “company 
policy” is a phrase to conjure with. There is the supervisor whose stock 
reason for not complying with any and every employee request is, It s 
against company policy.” On the other hand, there is the staid, routine mind 
which rejects every suggestion of change with the standard road block: It s 
against company policy.” To these people, company policy is a convenient 

subterfuge. 

In the very same company, conscientious supervisors may be having a hard 
time trying to determine what is the company policy applicable, let us say, 
in the case of a requested transfer on the part of an employee who is doing 
satisfactory work in his present department. In all too many cases, the 
applicable company policy may be buried in the memory of the oldest living 
supervisor, or contained in some circular letter, long lost in somebody s 

files. , 

Written policies. Since employee relations are the everyday business of 

every supervisor, each with a different degree of training and understanding, 
company employee policies must be reduced to writing and made available 
to every supervisor, in order that employee policies may be known by every 
supervisor, and in order that application of employee policies may be uni¬ 
form. Besides these obvious reasons for reducing employee policies to writing, 
there is another reason that is not so apparent. In any specific employee- 
problem situation, a decision may be made which is suitable for that specific 
situation but entirely unsuitable for other situations of the same class. Yet 
that decision may be followed as a precedent in these other situations, be¬ 
cause no one with sufficient authority has taken the time to think it through. 
When, however, an employee policy is reduced to writing, someone at the 
policy-making level must think it through, and the resultant policy is likely 
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to be far sounder than one arrived at as an expedient to meet a specific sit¬ 
uation and thereafter blindly followed. 

It is sometimes objected that reducing employee policies to writing ties the 
hands of the line supervision and limits their discretion. It is true that 
dependence on written policy limits supervisory discretion. That is one of 
the purposes of written policies. Unlimited supervisory discretion necessarily 
results in departmental and even individual discrimination. If the elimina¬ 
tion ot such discrimination requires limitation of supervisory discretion, then 
it must be limited. But even a written policy leaves a great deal of discretion 
m the hands of the supervisor. There is no way in which top management 
can get its policies known to and carried out by first-line supervision unless 
such policies are reduced to writing. In fact, as has been well said, “A policy 
is not a policy unless it is in writing.” 

In order that written policies may be easily available to first-line supervi¬ 
sion, it is obvious that in an organization of any magnitude it would be wise 

to develop a policy manual, preferably loose-leaf, for easy amendment, and 
indexed for easy reference. 

The policy manual, while desirable, should not be relied upon as the sole 
instrument for disseminating information concerning employee policies. Dis¬ 
cussion meetings, oral explanations, and policy-training classes are all helpful. 
But the best training that any supervisor can get with respect to employee 

policies is to have his superior practice those policies, especially in relation to 
the supervisor himself. 

That s the company policy. It is a fine thing for management to develop 
and apply enlightened employee policies. It is an even finer thing to know 
when to make exceptions in the application of policies. 

It is the easiest thing in the world to apply every policy inflexibly. But 
mankind is too various, human situations and their effects are too different, 
to ensure fairness by following rules or policies, no matter how wisely pre¬ 
pared. Even judges find it necessary to temper justice with mercy. In the 
field of employee relations, policy application must be tempered with a liberal 
dose of judgment. In fact, while supervisors should be guided by company 
policies, the reason for any action should be explained on its own merits, 
and the trite explanation, “Sorry—that’s company policy,” should be for¬ 
bidden. Passing the buck to company policy is just as bad as passing the bucl 
to higher supervision. Not only should “company policy” be avoided as ar 
excuse or pretext for any action or decision, but foremen should be alert tc 
cases warranting exceptions being made in the application of company poli¬ 
cies, and management should provide an easy way for approving exceptions 
in meritorious cases. 

Policy development. Before a policy can be written, it must be developed. 
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\n employee polio cannot lx- prepared by a policy fonnulator in an ivory 
,,'ver It must be the result of intonate knowledge of the company s opera- 
tions and practices, and their effects on etnployees in all departments. If a 
policy is formulated to meet a situation in one department, «t must not be 
adopted until its application to other departments and classes of employees 

has been evaluated. 

If a complaint results in a decision to furnish rotary-furnace operators in 
t he gear department with special face shields, what should be done about the 
furnace operators in the carburizing department? And what should be do 
about the cupola tenders in the foundry and the electrolyt.c-furnace opera- 

tors in the metallurgical laboratory? , 

If exempt salaried employees in the home office are to be paid for author- 

ized overtime, consideration must be given to the appl.cat.on of the same 

policy to the regional offices, where the degree of supervision is likely to b 

lunch less. If overtime is to he paid for. will the police be equally applicable 

,o the employee who is called upon to be on the road for weeks at a time. 

when he alone can determine how much time per day his mission requires. 

The extension of the policy to salaried personnel on the shop payroll must 

also be considered. , 

Some considerations of a similar nature are involved in every policy deci¬ 
sion. No one man can make a sound decision unless (1) he knows a gr 
deal about the organization and operations involved, and (2) he ha_ 
benefit of recommendations from those who are intimately familiar with the 

nrinv applications which that policy will receive in practice. 

The development of employee policies takes time and patience. It is more 

important that they be right than that they be developed to meet a specific 

schedule. Time is of the essence—plenty of time. 

5. Specialized employee-relations functions 

In addition to its policy-forming and human-auditing functions, the 
employee-relations department is usually charged with the Performance of 
certain specialized functions to assist the line organization and to help p 
vide, maintain, and train the man power through which the line organi/atto 

'’'because certain specialized employee functions are delegated to the 
employee-relations department, it is easy to reach the fallacious conclusion 
,hat the employee-relations department handles all employee-relations prob- 
lrm s Whether employee relations are good, bad, or indifferent depends pri¬ 
marily upon the interaction of line supervisors and the workers under t J 
supervision. The employee-relations department can help. =*dv.se observe 
recommend, and perform some specialized employee functions; but it cannot 
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H,1f l sJlnn,rl n °t trv lo replace line supervisors as /hr representatives of m , IM 


agement in the eves of the employees In performing its specialized employee 
functions, the employee-relations department arts in a staff capacity, an arm 
of operating management. 


Industrial experience has shown that there are specific formal techniques 
of personnel administration which can be delegated to specialists in an 
employee-relations department, and particularly in companies which are 
large enough to warrant a fully staffed employee-relations department. Even 
in companies which are so small that a separate employee-relations depart¬ 
ment cannot be justified, it is necessary to delegate these functions to some 
group or individual, even if only on a part-time basis. The important thing 
is to recognize the need for the use of these various techniques and to make 

sure that responsibility for their performance is specifically designated and 
generally understood. 


Employment. The central employment office is usually the first element 
of an employee-relations department to he created. At first the employment 
manager’s job may be limited to recruitment, selection, and placement of 
new employees. But before long the employment manager finds that em¬ 
ployees whom he has hired come back to him for advice and look to him as 
a source of information about the company and about their place in it. Me 
finds his activities expanding considerably beyond the mere matter of hiring 
new employees. He begins to receive complaints, requests for transfers, ques¬ 
tions about safety, etc. Every employment office finds itself called upon to do 
far more than merely recruit, select, and place new employees. 

While an employment office may thus acquire additional personnel func¬ 
tions by default—because no other agency is available to discharge these 
functions—it cannot discharge them properly unless it is specifically organ¬ 
ized to do so. And if it is organized to discharge a wide variety of personnel 
functions, it becomes a personnel department rather than an employment 
department. No personnel function should be permitted to remain unas¬ 


signed. If a personnel function needs to be performed, it should be specifi¬ 
cally assigned to a given person or department, and the entire organization 
should be informed that such person or department is responsible for han¬ 
dling all problems involving that function. 


It is now generally understood that an employee-relations department per¬ 
forms specific personnel and labor-relations functions. As a minimum, th * 


employment section of the employee-relations department should be respon¬ 
sible for recruitment, interviewing, selection, and placement of new employ¬ 
ees, and termination of employment of employees leaving the organization. 
Usually the employment section also has the responsibility for maintaining 
personnel records and identifications, administering leave-of-absence and 
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absenteeism policies, conducting special investigation., and clear,ng transfers^ 

In some cases the employment section also part,c,pates m recommend,ng 

promotions and administering centralized d.sciplme. 

The primary functions of an employment office m an industrial plant 

to procure, select, investigate, classify, and place as many workers as are 

needed in the shops and offices of the plant. . . .. 

In a “ti^ht labor market.” when labor is scarce for the many jobs avail- 

able the main problem of the employment office is to get enough people to 
satisfy the growing demands of the company. At such tunes, employment 
interviews may be shortened, and every effort made to exped.te hu mg avail¬ 
able applicants and putting them on the job. On the other han . w , cn > 
are more applicants than jobs, the employment office may he ustffied1 m 
spending more time with each applicant in order to make sure that he com 
pany hires the best of those available. However, whether the labor market 
is tight or plentiful, any management which is vitally interested m >t. em¬ 
ployees will take pains to set up desirable standards winch must be met In 
applicants for employment. The kind of men who will make up the organ,- 
?adon is determined at the employment office. As labor leaders are fond o 
saving. "After all. if you complain about the acts of our members, renumber 

that von hired them.” . . f . 

Many problems may arise in connection with the prunarv funct.on of the 

employment office-the recruitment, selection, and placement of a workmg 
force Adequate sources of desirable applicants for employment need to be 
developed. One of the most important factors m the development of a 
adequate source of desirable applicants is good employee reladons and com¬ 
munity public relations on the part of the company. 

A company’s reputation in the community may very well determine the 

caliber and composition of its working force. The opinion of its employees ,s 
a most important factor in determining its stand,ng in the community. 

In that connection, it is most interesting to note the experience of or« 
long-established factory engaged in war production during the Second W orld 
War Being hard pressed for additional employees at a tune of serious labor 
shortage, this company carried on an intensive advertising campaign by 
means of local newspapers, radio announcements, billboards, mot.on-p.cture 
appeals in the local theaters, churches, etc. At the same time, the company 
urged its own employees to invite their friends to come to work lo, th 

'"During a 3-month period, while recruitment was at its peak, records were 
kept of the sources that brought new employees to the company. The resu s 
were startling. Of all the employees hired by this company, 61 per cent 
applied for employment either because they had friends or relauves there, 

322 


SPECIALIZED EMPLOYEE-RELATIONS FUNCTIONS c « 

vGC. 7 

or because they were former employees themselves. The remaining 39 per 
cent applied for a variety of reasons, such as referred by the U.S. Employ¬ 
ment Service (10 per cent) ; by nearby residents (2 per cent); referred by- 
local school (2 per cent) ; radio advertising (2 per cent) ; billboard adver¬ 
tising (1 per cent) ; referred by local draft board (1.5 per cent) ; and news¬ 
paper advertising (3 per cent). It is also interesting to note that only 6 per 
cent of all the employees who came could ascribe no reason for having picked 
this particular company as the one in which they wanted to work. 

Obviously, the employees must have been sold on the company, or they 
would not have urged their friends to come to work there. It is quite clear 
that satisfied employees are an asset to the employer in many ways that are 
not obvious at first blush. 

Employees do not, however, automatically act as recruiting agents for 
their companies, even if they are proud of them. But they can be encour¬ 
aged to do so by bulletin-board notices or appeals in employee publications. 
In the specific case discussed, a portion of the employees were circularized 

weekly by individual letters addressed by the employment manager to their 
homes. 

A company that considers itself a permanent element in its community 
should develop as many points of contact with the community as possible. 
The employment section can play an important role in this contact with the 
community. The employment manager (or an assistant) should be available 
for active participation in business groups, parent-teacher groups, school 
programs, vocational-guidance clinics, nationality organizations, veterans’ 
organizations, and social-service organizations. He should be prepared to 
explain his company’s place in the community, the opportunity it offers for 
permanent, useful employment, and the kinds of skills that are most likelv 
to be in demand 1, 2, and 3 years ahead. He should cooperate with local 
vocational schools, encouraging their full utilization by present and prospec¬ 
tive company employees, and bringing the benefit of his practical knowledge 
to the assistance of local school boards and directors. 

The employment manager can do much to make his company a respected 
member of the community. 

The development of adequate sources of applicants for employment, essen¬ 
tial as it is, is only the beginning of an employment program. Even when 
sources of applicants have been carefully developed, the efficiency of a com¬ 
pany’s working force may depend largely on proper techniques of selection 
and placement. It is being increasingly recognized that attitudes toward 
reasonable authority and cooperativeness may be as important as technical 
ability in the development of a proper body of employees. Successful selec¬ 
tion and placement, in turn, depend upon adequate knowledge of the jobs 
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for wliirli tlir rmplMvrrs *rr being selected. Thr a^nrc of job analyses and 
job descriptions frequently contributes to employee maladjustment and max 

result in high turnover. 

Placement. Getting the right man on the right job is no easy task. Many 
employees come to industrial plants offering specific skills or services. L nless 
'lovees are utilized at their highest skill, they will he dissatisfied and w.l 
show their dissatisfaction in any of a number of wavs. The best safeguard 
for getting the right employee on the right job ,s to have an a deep.a 
trained staff in the employment office, utilizing a standardized and tested 
interview procedure, to the end that all the available information regarding 

the applicant will lead to placing the employee on a suitable job. 

Placing the emplovee on a suitable job does not necessarily mean hiring 

the best available employee and putting him on an available job. An em- 
nlovee with a great deal of initiative, assigned to a monotonously repetitive 
Ob no. onlv would he unhappy on the job but would not perform the job 
as satisfactorily as would another employee with less initiative. An .mpotJan* 
consideration in placement is to place the employee so that he will be u 
al Ids highest skill, to assure best performance, satisfactory adjustment, and 

maximum development of human resources. 

Applicants for jobs do no, ordinarily resent being asked a large number of 
questions. However, interviews can he so conducted as to arouse antagonism 
and give the company an unfavorable reputation. A senes of essential ques¬ 
tions can he developed into a standardized interview procedure which will 
.rive the employer all the information he needs in determining the experience 
or training of the applicant, his adjustment to his work and fellow workers, 
and his motivation fir desiring a job in that plant, without seeming to pry 
into the applicant’s private life. Information about the applicants back- 
LM-ound gives the employer some protection against unscrupulous job see ds 
who have little or nothing to offer the productive effort or who are getting 

jobs for reasons not in accord with the company program. 

\nother adjunct to the placement procedure is personality and aptitude 

testing, a technique that has received fulsome praise as well as severe con- 

demnation. ... .. • 

If tests are administered bv people who have adequate training in the int 

protation of the test results, and if they are used to supplement other types 

of information rather than as the basic information on which to make fma 

decisions of job placement, they can be very valuable. 

If a testing program is to be undertaken with respect to employees already 

on the payroll, great care needs to he taken because employees may be lc 
,o believe that the testing program may be used as a device to avoid promo,- 
in* those who deserve it. or otherwise as a pretext for discrimination. It is 

I ' 
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preferable to start a testing program on a voluntary basis, as an additional 
service to those employees who want to find out where they are likely to make 
most rapid progress. It may also be used in the case of “problem children,” 
to help them orient themselves. 

Employment section os o screen. In its relationship to the line departments. 

the employment office, being a stall department, should not definitely hire 

an applicant for a specific job. It interviews all applicants and screens out 

those considered undesirable. Then it recommends suitable applicants for 

specific openings, subject to acceptance or rejection by the head of the 

department concerned. It is the line department that actually hires the 
applicant. 

After an applicant is hired, it is desirable that he be put through an induc¬ 
tion, or orientation, process, which can conveniently be a function of the 
employment section. This induction procedure may take 15 minutes or a 
whole day, depending on the size of the company and the stage of develop¬ 
ment of its employee relations. 

Those companies which devote appreciable time and effort to the induc¬ 
tion procedure find that it pays dividends in helping the employee to feel 
more at home, more welcome on the job. It shortens the period of instability 
and insecurity that usually accompanies immersion in a new environment. It 
gives the employee the necessary preliminary information that makes him 
feel at ease. It helps the employee get off to a good start, and it may perma¬ 
nently afTect his attitude toward the company. 

Since placement is still far from being a scientific process, even when all 
available devices are utilized, it is good practice for the employment section 
to maintain contact with the new employee for a brief period of time by 
means of postemployment interviews on the job with the new employee and 
with his immediate foreman. Such interviews may take place a week or 10 
days after the employee starts on his job, and again 5 or 6 weeks later, or in 
any event before the employee has completed his probationary period. 

These interviews are designed to determine whether the employee is 
adjusting properly to his new environment, whether any special questions or 
problems have arisen, and whether his work and attitude are satisfactory. 
These adjustment interviews help the employee to feel the company has 
maintained its interest in him, and may also disclose whether the employee 
should remain on his current job or should be transferred. It requires care 
and tact to conduct these interviews in such a way that the immediate fore¬ 
man’s prestige is fully protected and increased, rather than minimized. 

Arranging such an adjustment interview with the new employee and his 
foreman just before the employee completes his probationary period consti¬ 
tutes an excellent method of determining whether the employee is the kind 


325 



HOW TO ORGANIZE FOR GOOD EMPLOYEE RELATIONS 

jOC« * 

who is likely to be a permanent asset to the company, or whether his employ¬ 
ment should be terminated. All too often, the probationary period, designed 
to be a period of testing, is allowed to lapse by default, and no action is taken 
until too late. An employee who is retained beyond the probation period is 
justified in believing that he has made good, and that he will be retained so 
long as he continues to render the same kind of service and so long as bus,- 

ness conditions permit his continued employment. 

Records. Records arc the history upon which present action is based in an 

effort to determine the future. In order that they may be of real assistance, 
records should be scrupulously fair, adequate, and centralized in one place. 

Usually the place where employee records are centralized is the employ¬ 
ment office, which contains not only the records of present employees, but 

also all records of applicants and of former employees. 

Employee records are of many kinds and of various degrees of complexity. 
The larger the company, the more it is likely to rely upon records. Accord¬ 
ingly, a larger company would be likely to have more detailed records, to 
compensate in some measure for the widening gap between upper manage- 
ment and rank-and-file employees. 

As a minimum, eve ,7 employee record should have the information neces¬ 
sary to identify the employee fully, and to identify his occupation, classifica¬ 
tion. and department. It is highly desirable that his rate of pay and history 
of changes in rate of pay and occupations be included, as well as a recor o 
his correspondence with the company, promotions or demotions, transfers, 
health records, accidents, absenteeism, length of service, discipline record, 

and suggestions. . 

Transfers. Transfers between jobs or departments are an important aspect 

of employee relations. An employee who is a detriment to one department 

may be a positive asset in another. Transfers are a mechanism for better 

matching employee wants and skills with job demands. Transfers may be 

used to alleviate situations due to incompatible personalities. Transfers are 

required to give selected individuals varied work experience. Incorrectly 

used, transfers may be a source of great employee discontent. 

Since it usually contains the central employee files, the employment section 

properly serves as a clearinghouse for all transfers. It is the exchange to 

which notices of surplus man power or vacancies arc sent. It is the one place, 

aside from his foreman, where a disgruntled employee may go to announce 

that he wants a change, or is ready to quit. 

Every request for a transfer deserves a careful investigation to determine 

the real reasons. If the request comes from a supervisor, the employment 

office should ascertain whether the supervisor is merely trying to foist an 

undesirable employee on another supervisor, or whether there is a personality 
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or other problem involved, or whether there is a sound reason for making 
the transfer requested. If the request comes from the employee, there is very 
ikely to be an unsatisfactory situation at the bottom of it, since ordinary 
uman inertia would make the employee desire to remain on a job he knows 
and remain a member of his informal group. It is the duty of the employ¬ 
ment office to ascertain the facts and to make recommendations that will 
remove the cause of any dissatisfaction that exists. Here again the services 
of a liaison representative of the line organization or an employment advisory 
committee can be extremely helpful. 

Each time a man is moved from one machine to another or from one 
department to another, a whole chain of new reactions is set up. Does the 
employee understand why he is being moved, or is he left to suspect that he 
may not have been doing his job right, or that he made some important mis¬ 
take, or that his foreman “has it in for him”? How does the transfer affect 
the employee’s prestige and self-esteem? Is he being taken away from a job 
in which he takes real pride to another which he knows little about? What 
may be to the superintendent merely efficient allocation of the working force 
is to the employee an intensely human problem. 

Transfers made at the request of the employee have just as much capacity 
for error as those made at the instance of management. 

Despite the cost of transfers, management has an obligation to make trans¬ 
fers whenever a transfer will enable an employee to be used at his highest 
skill or maximum ability. Even a well-organized placement service in the 
employment office will not make the correct placement in every case; or a 
more suitable opening may develop after the employee has been hired on an 
available job; or the employee may develop new skills or learn additional 
techniques or acquire other interests after he has been hired. Continuous 
efforts to place employees at their highest skills is good management and 
makes for good employee relations. 

Exif interviews. The employment section is the gate through which an 
employee enters the organization and through which he leaves it. 

Every employee who is about to leave an enterprise offers management at 
least three significant opportunities: (1) he may be able to point out some¬ 
thing wrong in the organization or its policies, for when he is on the point 
of leaving he is likely to speak very frankly; (2) he may be saved as an 
employee, preventing loss of his experience and skill, and avoiding the time 
and expense of recruiting and training a new employee to take his place; and 
(3) the manner of his leaving may improve or damage the company’s stand¬ 
ing in the community. 

All these factors justify the increasing utilization of the exit interview for 
all employees leaving the company, whether the termination be voluntary or 

327 



HOW TO ORGANIZE FOR GOOD EMPLOYEE RELATIONS 


riv Of discharge. So.no companies also provide for an exit interview in 
every rase of layoff, at which time employee, are told about their right, 
unemployment compensation, and wha, are the prospects of them heing 

railed hack to work, and when. . , 

Where the employee is leaving the company of his own volition the exi 

interviewer at the employment office attempts to determine the real causes 

and if the employee is worth saving (and the presumption ,s that he is). 

exit interviewer does what he can to retain the employee. In this task the 

exit interviewer must maintain a delicate balance. On the one hand, hi 

should not show any special favors to a quitting employee, as that would 

encourage threats to quit over any minor complaint. On the other hand 

the employee has a legitimate grievance that is within the company s control 

and employee policy to straighten out, the exit interviewer should take steps 

'° In' anv event, if the employee finally decides to quit, it is a function of the 

exit interviewer to “sell” the employee on the reasons for the company s 

action, if possible, so the employee will remain an asset to t ic company e\tn 

after he terminates his employment relationship. 

The valuable information gathered from exit interviews should he trails 

mined to some centralized point, which evaluates all employee reactions. At 

the same time, any unhealthy situations discovered as a result of exit inte- 

views should he promptly corrected, again preferably with the aid of th 

line-organization liaison representative or employment advisory committee 

It is frequently desirable to have members of line supervision s,t in on exit 

interviews. . , . » 

Job evaluation. The correct determination of wage rates is obvious > 

great importance to the employee and an essential in a sound employee-rela- 

tions program. To the employee, the rate of pay is important not only c- 

cause it determines his standard of living, but also because it determines tin 

employee’s relative standing in the department in which he works. If the 

employee finds another worker doing the same work but getting mo.e 

money he will immediately suspect favoritism, with all the demoralizing 

effect of such suspicion. Similarly, if employees receive the same pay lor 

work of varying degrees of skill and effort, there will be no incentive for 

crrcatc-r effort and self-improvement.) 

" The setting of wage rates “by gosh and by guess” is responsible for many o! 
the inequitable and unjustifiable wage rates that may be found in industry 
today. Such wages have been responsible for a great deal of friction and for 

some of the charges of favoritism brought against management. 

Some wage structures “just growed,” like Topsy, with no logical relation- 
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ship between wages paid for various jobs. Some wages have been set by 
superficial comparison with other jobs. 

Gob evaluation, based on accurate job descriptions and an analysis of the 
actors required to perform the job satisfactorily, and a weighing of the 
1 actors, is an art compounded of intimate knowledge of the job and its 
requirements, an understanding of the factors into which all jobs can be 

broken down (such as education, physical exertion, responsibility, mental 
effort, and experience), and judgment.^ 

Once the jobs have been properly analyzed and evaluated, it is a relatively 
simple matter to convert job ratings into wage rates. 

Obviously the line supervisor cannot be expected to be an expert on rate 

setting. Nor can the line supervisor alone achieve uniformity in rates 

throughout the organization. This is a job for the specialist, and such special 

service may well be rendered by a job-analysis section of the employee- 
relations department. 

The job-analysis section may have the functions of working with the line 
organization to obtain accurate job descriptions for each occupation, prepar¬ 
ing job evaluations, advising on merit ratings, incentive systems, etc. In 
brief, it renders a technical service relating to wage rates and promotions. 

In performing its wage-evaluation functions, the job-analysis section also 
has an auditing function. Frequently it is used as a central control in wage 
matters, so that every increase in wages or salaries, and every initial wage or 
salary for new employees, becomes subject to screening by the job-analysis 
section. In times of plentiful man power, and under pressure to cut costs, 
some supervisors may attempt to pay less than the minimum rate for certain 
occupations, while in times of man-power shortage, and pressure for higher 
production, rates higher than the maximum may be resorted to. There mav 

also be differences of opinion when it comes to setting rates for new occu¬ 
pations. 


Here again the services of a liaison representative with the line organiza¬ 
tion or committee may be very helpful in getting good results. 

Likewise, the job-analysis section can be very helpful in explaining wage 
rates to employees who believe their jobs should receive a higher rating. It 
ean also play an important part in the handling of wage grievances and 

complaints. 

Management should be on guard lest its reliance on scientific wage evalua¬ 
tion make it blind or insensitive to employee wage complaints. While 
sound job analysis should reduce legitimate employee complaints on this 
score, no technique is so perfect as t» avoid all errors. Job content mav 
change, or may have been wrongly evaluated. Moreover, whether or not 
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the employee’s complaint be factually justified, if he believes his wage is 
wrong or unfair, he deserves sympathetic consideration and a full explana¬ 
tion. It may be that the employee’s wage complaint has its root in some 

other maladjustment that can easily be corrected. 

Being intimately familiar with wage rates and the basis underlying these 

rates, the job-analysis section should be called upon in all wage negotiations, 
ither to participate actively or to furnish the necessary information. 

The job-analvsis section should be responsible for making accurate wage 
surveys in the area and industry, to serve as a guide to management and as a 
corrective for false information that comes by the grapevine. No company is 
ever entirely free of the rumor that someone else nearby is paying 10 (or i , 
or 30) per cent more for the same job. The job-analysis section should be 
able to state authoritatively whether the rumor is true, or what the facts o 
the case really arc. Sometimes such wage surveys are conducted by a local 

trade association. . 

The job-analysis section should also be in position to advise management 

concerning the operation and relative merits of various incentive systems, 

and their applicability to the company’s specific situation. 

While job analysis is a valuable tool to assure equitable wage rates in t ic 
shop, a modified job-analysis technique is equally essential for the salane 
occupations. There is just as much need for equitable salary administration 

as there is for equitable hourly wage administration. 

Merit rating, just as job evaluation is a technique for the evaluation ol 

jobs, so merit rating is a device for fair and impartial evaluation ot men as 

workers. . 

Evers time a foreman makes a decision with respect to job assignment, 

transfer, discipline, promotion, wage increase, or demotion, he must evaluate 

the man he is dealing with and judge his capacity as compared with that ot 

other men in the department. Merit rating was developed in an effort to su >- 

stitute calm analysis in place of prejudice on the one hand and favoritism on 

the other, and to get away from the injustice of snap decisions. 

Merit ratings are periodic evaluations of employees m relation to then 

performance on the job. Their primary function is to determine the relative 

ranking of employees in the order of their effectiveness on the job, to assist 

the foreman in making decisions relative to promotion, demotion, work 

assignments, and transfer. Another important function of merit rating is its 

influence upon the employee’s supervisor, since it forces him to evaluate the 

employee’s work with a considerable degree of objectivity. A third important 

function of merit rating is that it provides the supervisor an opportunity to 

discuss the employee’s record with the employee, thus giving the employee 

some idea of where he stands and why, and how he can improve lus record. 
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Merit-rating programs are of various kinds. The most common variety 
of merit-rating program is based upon supervisory evaluation of separate 
chaiacteristics, such as quantity and quality of work performed, initiative, 
dependability, cooperativeness, etc., of each employee. The total rating is 
supposed to determine the employee’s effectiveness on the job, at the same 
time highlighting his shortcomings. 

A simpler method of merit rating is for the supervisor merely to list the 
employees in his department in the order of their relative over-all effective¬ 
ness, from best to poorest. This method may also be utilized with reference 
to various specific employee characteristics, combining such specific rank¬ 
ings to obtain a general rating of each employee. It eliminates the need to 
give an absolute (and artificial) rating to each employee characteristic, 
since it merely requires the supervisor to consider each employee in relation 
to other employees. 

A more theoretical approach to merit rating is the “forced-distribution” 
system, in which the supervisor is required to separate his employees (on 
paper) into five groups, the best employees being put in group A, the second 
best in group B, and so on. Furthermore, he is required to locate a given 
percentage of the employees into each group, as for example, 10 per cent in 
group A, 20 per cent in group B, 40 per cent in group C, etc. Each super¬ 
visor is required to allocate the same proportion of his employees in each 
of the various groups, thereby eliminating to some extent the tendency of 
some supervisors to rate all their employees on the high side, and of others 
to rate their employees low. 

Whichever method of merit rating is selected, supervisors must be trained 
• • 

in its correct usage, in its limitations, and in the best ways to make the most 
of a merit-rating system. It cannot simply be installed and then forgotten. 
It needs the continuing observation, follow-up, and control of a staff specialist 
or group, although its actual administration must be a line responsibility. 

It is logical to assign the staff function with respect to merit-rating plans 
to the job-analysis section of the employee-relations department. 

The staff assistants of the job-analysis section should be limited to recom¬ 
mending an appropriate merit-rating program, gaining its acceptance by 
the line organization, being prepared to advise in its administration, and 
checking to see that it is operated properly. 

A merit-rating program, properly administered, can be extremely valuabU 
in focusing supervisory attention on employee performance and development. 
Sometimes the effect of personalities is further minimized by having each 
employee rated by two or three supervisors. It is easy, however, to reach the 
point of diminishing returns. 

Merit rating is far from foolproof. There is always a tendency to misuse 
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i'b’ “working backward from ,hc answcr”-f.r.. filling out a merit-rating 
form in such a way a, to come out with the ratmg the oreman has p - 
viouslv concluded is right. For this reason, no ment-ratmg plan can he 
successful unless supervision is thoroughly sold on its advantages and 

determined to make it work. » r 

Properlv introduced and used, merit rating can be a definite a t. 

Improperly introduced or administered, it mav do more harm than good. 

pZotions. In most companies (except the very new ones), management 

is composed very largely of men who have heen promoted from lower lev. 1 

Accordingly, promotion policies very largely determ,ne the compos,t.on 

'^^rcnnThe'viewpoint of the employees, promotion is both the road to bigger 
and better things and a reward for loyalty, application to the job. skdl. and 

‘Tomotion not only builds the management group hut constitmes^a force 
for good or bad employee relations. Even those employees "ho do no want 
the responsibility of promotion for themselves are very much alT ct« d h> th 

!“«,» in making ,„n.n„,».». All -ployec. ,» ^ / 

promotion on the basis of merit, while promotion on the has.* of fax 

or null is universally condemned. 

Accordingly, management tends to he more and more careful al ' 
promotion policies. But jus, what constitutes merit? Does a super,o, 
mechanic necessarily make a good supervisor? So varied and diversified a, 
the duties and qualifications of a good foreman that, were he to^ 
then, all he would deserve the level of salary usually reserved fo. ,h. pro 
dent of the company. But it is clear that the human-relations aspect of the 
foreman’s job is second to none in importance, for Ins success » measured b> 

his ability to weld his subordinates into a loyal, cooperat.ve team. 

Accordingly, selection of men for promotion is not a sample proceduie of 
pinning a badge on Joe and saying, “O.K.. Joe. now you re the foreman of 
Department A’.” It is a matter that requires the most careful consideia < 
of ( 1) the characteristics required of a good foreman, and (2) the capacities 

ind Qualifications of the available candidates. 

It Is expecting the impossible to expect each foreman and superintendent 
to be able to make such a selection unaided. Merit rating helps, but more 
than that is needed. The characteristics required of a good foreman may 
very well be defined hv the job-analysis section, with the closest cooperation 
of the line organization. The selection of candidates for promotion ought 
very well be done by a central committee of high-level supervisors, with a 
representative of the job-analysis section sitting with such a committee as a 

consultant. 
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The very existence of such a committee might well serve to offset charges 
of favoritism in promotion and gain fuller employee acceptance of the 
company’s promotion policies. 

Training. It is quite possible that the eminently successful Training within 

Industry program which accomplished such wonders during the ^Second 

World War may have done a disservice to industry in the long run because 

of its emphasis on a rigid, high-speed technique of instruction in a relatively 
limited field. 

Actually, employee training may be as far-ranging and versatile as industry 
itself. It ranges from the induction program and on-the-job training to 
apprentice training, university-level classes, broad-gauge training in eco¬ 
nomics and company policies, and executive development. 

The first thing that usually comes to mir.d in mentioning employee train¬ 
ing is the on-the-job training given by a foreman or instructor to a new 
employee or a newly advanced employee. That is still an important element 
of employee training, and no amount of staff assistance from the training 
section of the employee-relations department can replace the valuable, man- 
to-man relationship created by a foreman teaching one of his subordinates 

the proper way to do a job, or the safe way to lift, or the best way to get 
along with the gang. 

But there are many useful ways in which the training section can supple¬ 
ment the foreman’s training and provide additional training in other fields. 

For example, the training section can offer classes in shop mathematics, 
micrometer reading, basic electricity, shop sketching, etc., all of which are 
directly helpful to the employees on their jobs and help them to prepare 
themselves for progress and advancement. Such courses should preferably 
be offered to the employees without charge, on their own time. If the 
demand is great, special booklets may be prepared for use in such classes 
using the company’s own products, familiar to the employees, as examples 
to illustrate the various courses. The more closely these courses are related 
to the employees’ work, the more effective they are likely to be. 

Courses of this kind can be organized most effectively by means of a train¬ 
ing committee consisting of representatives of upper levels of shop super¬ 
vision. The training committee may request the training section to offer 

certain desired courses, or may pass on suggestions made by the training 
section. 

The advantages derived from this type of employee training are greater 
than those that meet the eye. Not only does such training result in greater 
skill and ability on the part of the employees, but it gives employees a sense 
of accomplishment and progress that cannot be obtained from their daily 
work. Employees who feel that their progress on the job is inadequate may 
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feel that after all they are not wasting their time, since they are preparing 
themselves for better jobs. And they are, for the interest resulting from 
scholastic progress may make promotable matenal out of employees w 

would otherwise stay where they are. . . . .l 

The training section does not necessarily need to include on its staff he 

instructors or discussion leaders for these various subjects. It ts far better 
and arouses greater participation and interest, if the classes are conducted 
i“ employees or members of supervision, and often unsuspected teaching 
talent may be thus uncovered. Resort may also be had to part-time teaching 
hv local vocational-school, technical-school, or other adult-group teachers. 
Where classes in these subjects are available in the community, many com¬ 
panies encourage their employees to take these courses by paying part 

the tuition. . . . ._ 

There is another type of employee training that is receiving greater atten¬ 
tion from management. This relates to semicultural training, which may 
no, help the employee directly on his job. but teaches him more about h,s 
company, its products, and its place in industry. This may consist of classes 
open to all employees, describing the company’s products, achievements, 
contributions to industry and consumers, famous machines or other produc s, 
inventions, etc. Courses may also be given on the company s organization 
and policies, describing the work of the various departments and how they 
mesh together to produce the company’s products or services. I makes the 
work of most employees, both shop and office, far more significant when they 
understand the contributions made by the various departments, many of 

which arc hut vague names to most employees. 

If at all possible, these classes should be led by the heads or other respon¬ 
sible executives of the departments concerned, with a discussion perio 
following the presentation. This type of class offers a channel of com¬ 
munication between employees and management that is seldom appreciate . 

Some companies have done a splendid job of using classes on company 
organization to illustrate problems of basic economics, providing the bes 
possible basic education concerning the nature of our economy an °" > 
is affected by taxes, wages, profits, prices, etc. Such classes probably con¬ 
stitute the best possible form of adult education, especially if active employee 
participation can be obtained. In many cases, local municipal-school facil¬ 
ities may be available for such courses. , 

A still different field of employee training relates to subject matter whic 

may be unrelated to the employees’ work or company, but which improves 
employee morale by directing their interest and increasing leisure time into 
constructive channels. For example, the training section may offer classes 
in foreign languages, current events, labor relations, etc. How much the 
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company may want to do in this direction may well depend upon the local 
availability of similar instruction at extension courses and vocational schools. 

The training section should directly supervise any apprentices the company 
may be training. The value of apprenticeship courses should not be mini¬ 
mized by the high-speed training that characterized the critical period of the 
Second World War. It takes time and development to make a journeyman 
—a skilled craftsman. Apprenticeship programs have a definite place in 
industry, and their usefulness has not been reduced by the advent of mass- 
production techniques. The need for skilled craftsmen will probably always 
exist, despite the pronouncements of those who believe that mechanization 
will invalidate human skills. 

If the apprenticeship program involves any appreciable number of appren¬ 
tices, they should preferably be supervised by full-time apprentice super¬ 
visors reporting to the line organization. These apprentice supervisors 
should, however, consult periodically and frequently with the training- 
section staff to discuss progress, receive suggestions, and keep the training 
section fully advised of the development of each apprentice. The training 
section should be responsible for the classwork for the apprentices, either 
directly or through local vocational schools, and it should be responsible for 
routing apprentices through the various job assignments necessary to com¬ 
plete a full schedule of craft training. 

In the larger companies, the training section is also responsible for ad¬ 
vanced scholastic work, such as that for graduate engineers, and in some 
cases companies have undertaken to provide a complete educational program 
leading to postgraduate degrees. 

One of the most fundamental training needs in any company is the train¬ 
ing of foremen and other supervisors. As employee relations become ever 
more important, the training of foremen in the human-relations aspect of 
their work needs more and more emphasis. No sound training program for 
foremen is possible unless management has (1) determined what are a fore¬ 
man’s functions; (2) determined who are foremen and who are not; and (3) 
clearly identified those who are foremen. 

Foremen need to know how to be effective supervisors above all else. The 
best way to learn is the conference method, with a limited group and plenty 
of opportunity for discussion. Courses in leadership, in grievance handling, 
in employee policies are essential. Also necessary are courses in forms and 
procedures, how the payroll is figured, production control, etc. 

But foremen’s courses cannot be effective unless thoroughly endorsed and 
backed up by higher line supervision. Nor is it much use to teach a fore¬ 
man good human-relations techniques if he himself does not receive that 
kind of treatment from his own superior. So the best way to begin foreman 
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training is to start a. tlir top with the plant managers and superintendrnK, 
and not until they have been through the entire course and approved 
modified should it he given to the foremen, preferably using .me^ s "P erV | SO * 
as conference leaders. The role of the training section in this fie 
help develop the course and to provide the facilities for organizing confer 
cnee groups The greatest possible participation from the line organization 

in all aspects of foreman training should be cultivated. 

The training section is the natural department to maintain the clo.e.t 
possible liaison with local vocational schools, university extension courses, 
colleges etc. It should always be prepared to advise employees about avail¬ 
able local educational facilities and courses help employees register for su 
courses, and advise with then, on progress from time to time. The tra g 
section Should make it a point to advise employees superiors that 
employees have registered for special studies, either within the company or 

at outside schools. . . _ : c tint 

It becomes apparent, then, that the role of the training section , that 

of a catalytic agent in the employee-training process, rather than hat of , 

school or university. I. retires but a limited stall, but can perform - 

limited miracles in employee advancement, morale, and commumcat. 

and it can do much to strengthen the very fiber of the supervisory group. 

multiplies the human assets of the organization. d 

Health and safety. Promotion of safety on the job is good business and 

good employee relations. Safety is an integral par. of each employee s ob 

and each foreman’s responsibility. Rut the foreman can get a great deal 

holn from the safety section. 

A good safety program depends on safety engineering, the development 

punch press. It is the employer’s legal and moral obligation to prov.d . 
safe place to work and to have all machinery appropriately guarded. Safety 
engineering enables the employer to do so. While safety engineering can be 
done by the line organization, there is less likelihood of co,«projn,^«h 
production demands if safety engineering ,s carried on as a staff func 

° f .fety engineering is the provision of persona,I prot^e 

devices_safety goggles, safety shoes, respirators, masks, leg guards, asbc.to. 

gloTes etc Some^of these, such as safety goggles and safety shoes, may be 
worn bv all employees. Others, such as respirators, gloves, and masks, ■ . 
be necessary only for employees doing special jobs such as painting, 

OP ‘n,e^nhiza.’ion and selection of machinery safeguards and personal pro¬ 
tective devices require highly specialized knowledge, including intimat 
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knowledge of the requirements of state laws and codes, familiarity with 
plant operations, safety devices available, safety practices elsewhere, avail¬ 
able safety literature, and contact with safety and health organizations. 

The line foreman or superintendent can hardly be expected to have such 
information at his finger tips. But he should always be able to call on the 

safety section to provide him with the answers to any health or safety 
problems that may arise. 

In addition to recommending suitable personal protective devices, the 

safety section is frequently delegated the job of maintaining all personal 

protective devices in good repair and of distributing and fitting them to 
individual employees. B m to 


The safety section frequently has the responsibility of supervising a health 

program. This involves solving problems of plant ventilation and heating, 

noxious gases, toxic materials, allergies, excessive heat or dust, etc. To be 

fully effective in this field, the safety section should be called to sit in 

whenever new materials, equipment, or plant layout are under consideration. 

Many of the problems can be solved far more easily if the safety experts are 

called in on the initial planning, rather than by trying to effectuate changes 
in an existing layout. 

The safety section cannot operate effectively unless it has complete in¬ 
formation available on all safety matters. This requires (1) continual peri¬ 
odic inspection of safety conditions by trained safety inspectors, and (2) 
detailed reports, followed by analyses, of all accidents. With this informa¬ 
tion, the safety section can submit periodic reports to top managements and 
superintendents, and can determine what phase of safety work is in most 
urgent need of attention. Accident analysis is a sound basis for safety- 
program development. 

The effectiveness of safety work depends in great measure upon the em¬ 
ployees themselves—upon their interest and concern about safety matters and 
upon their having adequate knowledge. A perpetual educational campaign 
is an integral part of every safety program. The safety section should carry 
on such a campaign with the assistance of the staffs of the advertising and 
public-relations departments, directing its educational program at super¬ 
visors as well as rank-and-file employees. Safety classes for foremen, safety 
classes for employee safety committeemen, posters, letters to employees at 
their homes, safety items in employee publications—all have their place and 
are helpful. The foremen are the key to a successful safety program. No 
amount of “education” about the need for safety glasses will be effective 
if the foreman himself neglects to wear them in the shop. Top management 
has an obligation to impress on the foreman that he is no less responsible 
for safety than he is for protection. 
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From the employee standpoint, a company that is callous about employee 
safety is obviously selfishly interested in nothing but profits, regardless of its 
official pronouncements, while a company actively engaged in promoting 

;afety thereby proves its interest in employee welfare. 

The close coordination required between the safety section and shop 
supervision can be promoted by the organization of a safety council of top- 
Sevel shop supervisors, meeting once a week to discuss safety progress and 

special safety problems. . . 

Full utilization of the safety section may well include having the safe y 

section pass on new product design from the viewpoint of customer safety. 

This may not only improve the product but provide the sales department 

with an excellent selling advantage. 

Medical facilities. The extent of medical facilities necessary in any plant 
may obviously depend on (1) the size of the plant. (2) the types of opera¬ 
tions involved, and (3) availability of nearby medical assistance. 

Whenever possible, a doctor should be available to examine applicants 

for employment before they arc hired. 

A doctor should also be available to provide physical examinations lor 

employees working on dangerous occupations: those who work with poison¬ 
ous or toxic materials; crane operators and others who must climb to hig i 
elevations; those who work under conditions of extreme heat; etc. Such 
periodic examinations are desirable from the viewpoint of both employees 
and management, and may result in a transfer from a harmful occupation 

before the condition becomes serious. 

Some companies provide periodic physical examinations for all em¬ 
ployees, and there is much to recommend such a program. 

Liberality should be used in making medical and first-aid facilities avail¬ 
able to employees, for it is far better to spend some time unnecessarily than 
to run the risk of infection or injury. Many companies encourage their em¬ 
ployees to come to the plant hospital for minor nonindustrial illnesses or first- 
aid assistance, on the theory that it makes them better workers while they are 
o n the job. Liberality in medical and first-aid matters pays off in good 

employer relations. 

Responsibility for supervising the medical stall' and medical policies may 
be assigned to the safety section. 

Discipline . The word “discipline” has a rather horrendous sound, evoking 
visions of courts, jails, and arbitrary defense of arbitrary authority. It is even 
possible that callous enforcement of discipline in some companies has given 
some semblance of fact to such a concept. At any rate, such a concept is 
far removed from enlightened, genuine industrial discipline. 

Industrial discipline is the maintenance of orderly operation. Shop rules 
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are merely one guide for the maintenance of discipline. Penalties are but one 

way—one of the least effective ways—of maintaining industrial discipline 

The provision of a fixed penalty for a given violation of shop rules is 

probably the worst possible approach to the problem of industrial disci¬ 
pline. 

The very existence of industrial organizations depends upon the voluntary 
cooperation of the people who make up the organization. Voluntary coopera¬ 
tion is not brought about by rigid rules and penalties. 

On the other hand, employees are entitled to an orderly place in which 
to work. The operation of any organization depends upon each individual 
doing his particular job. in order that raw material may be received, 
processed, assembled, and shipped. Obstacles anywhere along the line may 
a fleet many employees, since the work of each depends upon that of others. 
Interdependence is as real as it is in the case of a group of mountain climbers 
fastened to each other by a rope. 

Those who look upon discipline as a question of meting out punishment 
to fit the crime have an entirely erroneous conception. Industrial discipline 
is the maintenance of orderly voluntary cooperation. 

The enlightened view of discipline means that whenever there is a failure 
in orderly, voluntary cooperation, management must determine the real 
causes and take whatever action may be appropriate to prevent recurrence of 
such failures. The real causes are seldom apparent. It may require careful 
consultation, inquiry, investigation, and judgment to determine the causes 
and to provide appropriate measures to prevent repetition. 

For this reason, some companies have developed a central board to con¬ 
sider all disciplinary cases which, in the opinion of the foreman, require more 
than a simple warning. The board, which may be located in the employ¬ 
ment section where all employee records are available, may utilize the 
services of investigators in order to obtain complete information on any case 
coming before it. The board considers each case on its own merits, deter¬ 
mines the causes of discipline failures, and takes appropriate measures. These 
may include transfer, demotion, correction of company policy, suggestions for 
correction of an employee’s domestic situation, reprimand or transfer of a 
supervisor, or layoff or termination of employment of an employee. All 
employee discipline records are available to the board for guidance, but the 
board never blindly follows precedents. 

Employee services . Industrial history is studded with shining examples of 
employers who took great interest in their employees, provided extensive 
services for them—and came to grief. In some of these cases, managements 
have felt that their employees were ungrateful, or didn’t know what was 
good for them, or were being led astray by outside agitators. 
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[ he fault .nay have been attributable to management. The manner of 

rendering services is fullv as important as the content. 

Employees do not want to be made to feel that they are objects of man¬ 
agerial charitv. Many of the paternalistic schemes of bygone days made 
them feel that they were recipients of chanty. They d.dn t like it. Pat 

istic employer services got a bad name. 

These unfortunate experiences should not deter employers from providing 

a,| ,he employee services that are reasonably possible. But they should he 

furnished hv an appropriate organization, in a manner to ma e cmpovecs 

fed that they are really helping themselves, rather than being objects of 

employer charitv. , , . . .•_ 

The employee-service section can be of inestimable value in promoting 

employee morale and in cultivating the desire to cooperate. 

Employee counseling, whether used only when employees want someone to 

help them out of their troubles or as a major continued activity, can do much 

to assist employees to help themselves. The undirected employee m cmeu, 

!n which the employee is led to recite the whole situation that troubles hum 

,„d encouraged to think through his own solution, has much to recommend 

i, In other cases, the counselor may be able to explain the misunderstanding 

n which the employee’s unhappiness is based, or direct turn to someone, m 

or out of the company, who can help him. Not all types of employee prob- 

lems are amenable to the same treatment. 

If ,he employee-service section has skilled counselors available the entire 

organization should be advised to refer troubled employees to the - on 

since amateur but well-meaning counselors can d ° mom han , 

than good. It is fundamental that counselors, to be c e i , 

' "while the"con!pa n y should not put itself in the position of giving legal 
; ,dv-o to its employees, it can fluently assist them with quas,-legal advice 
in cases of evictions, income-tax problems, garnishments, leases, etc ora. 
"." the mere advice to take his case to a lawyer may be helpful. The 
employee-service section should be prepared to render such quas.-lega 

IS t^jor and growing held of activity for the employee-service station is 

th .„ of employee recreation. Much of our maladjustment ,s due to the ac 
I!;:; becoming a nation of onlookers rather than a nation of partici¬ 

pants. Good healthy participation in such employee activities as spor , 
amateur dramatics, musical activities, debating clubs, airplane club, 
women’s groups, folk dancing, etc., can draw employees into active, soc.a 
participation that can do wonders for individual happiness and creat. 

plant friendships. 
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Healthful recreation becomes ever more important as the work week grows 
shorter and leisure time increases 

In order to encourage maximum participation, such activities should be so 
planned as to leave the major work of organizing, planning, and operating 
them to the employees themselves. The amount of unsuspected talent dis¬ 
coverable through such activities is amazing, and the human development it 
brings about is well worth the tactful supervision it requires from the 
employee-service section. The section should be prepared to see that all 
activities fall within the broad outlines of company employee policies, recom¬ 
mend appropriate financial support, where necessary, for the various activi¬ 
ties, and be in position to make contact with all outside recreation personnel 
and facilities. 

\\ hile employee housing is usually left to the employees themselves, except 

in company towns, the employee-service section should be prepared to find 

housing facilities when the situation is tight, and should assist employees 

facing eviction or other unusual housing problems. The section should 

also maintain close contact with local housing officials and organiza¬ 
tions. 

Employee cafeterias, restaurants, and commissaries, which can be a 
fruitful source of employee problems, are also frequently a responsibility of 
the employee-service section. So are transportation problems, including 
group riding. During the Second World War, rationing was also usually 
handled by the employee-service section. Other miscellaneous employee serv¬ 
ices may include contact with retired employees, correspondence with 
employees on military leave of absence (and welcoming such employees when 
they return for a visit), supervision and training of matrons, and a wide 
variety of personal services designed to relieve employees of unnecessary 
worries and keep them on the job. 

Many plants have a welfare fund to relieve needy cases among employees. 
This is appropriately administered by the employee-service section. If there 
is an employee credit union, it may be a function of the employee-service 
section to maintain close contact with its operation. Similarly, the employee- 
service section may supervise or advise on the operation of a suggestion- 
award system. 

Not the least important of the employee-service functions is the adminis¬ 
tration of such employee-benefit functions as group life insurance and retire¬ 
ment pensions, which are too often handled as mere accounting problems in 
the accounting or controller’s department. 

Another important function that may be assigned to the employee-service 
section is the supervision of employee publications and the servicing of bulle¬ 
tin boards. Employee publications are an extremely important channel of 
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communication. Properly used, employee publications may not only sell the 
company’s story and employee policies to the employees, but may also be 
used as a medium to express employee reaction to management. The great¬ 
est possible employee participation is desirable. 

In publishing employee bulletins, plant papers, and booklets, the employee- 

service section should work very closely with the advertising and public- 
relations departments, and utilize all the technical, writing, and artistic 

facilities of those departments. 

Thus, the employee-service section seems to be a catch-all of many unr - 
lated activities. But they all lead to one purposeful goal—give the employee 
room for individual development, relieve him of unnecessary worries, and 

maxe him feel an integral part of “the company.” 

Employee communications. If it is assumed (1) that the chief operating 

executive is vitally interested in good employee relations, (2) that sow 

employee policies have been developed and reduced to writing, and (3) that 

all levels of supervision have been informed of these policies and have been 

trained in applying them, there still remains the basic problem of getting 

management policies thoroughly understood by employees. 

Management must tell its story to its employees. It must do a thorough, 
careful selling job, evaluating its “prospects” (employees) as carefully as an 
advertising executive seeks to evaluate the field to which he hopes to appeal. 
The language must be simple, the approach sincere, and the intentions 
inherent in actions, rather than limited to words. Employees resent insin¬ 
cerity as much as they resent being talked down to. And they are quick to 

detect inconsistencies between act and deed. 

In order for management to sell its story to its employees, it must establish 

channels of communication. “Channels of communication” is a cold, tech¬ 
nical-sounding phrase. One way to make it meaningful is to think of it as a 
private line between the president’s office and Rudy, the sweeper in Depart¬ 
ment Z- How can the president show Rudy that he is interested in urn. 
Even more important, how can the president find out what Rudy thinks o 

him and of the company? . , . 

President to Rudy. The president can demonstrate his interest in Rudy ny 

seeing that Rudy is provided with an employee manual, a booklet in which 

company employee policies are reduced to informal, clearly understandable 

^Srane companies, having developed their employee policies with exactitude 
and appropriate legal reservations, publish these policies word for word in 
their employee manuals. The wording essential to employee understanding 
is usually quite different from the wording of a board of directors’ resolu¬ 
tion or a legal document. Much is to be gained by making the employee 
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manual an informal, human document, written from the employee’s rather 
than the company’s viewpoint. The policy may be— 

The corporation shall grant every employee who has completed 1 full year of con¬ 
tinuous employment a vacation period of l week with pay for 40 hours at his base 
hourly rate. Vacations shall be scheduled in such manner as not to interfere with opera¬ 
tions or require the hiring of additional personnel. 

The employee manual may cover the subject thus: 

If you have been with us for a full year, you are entitled to a full week’s vacation 
with pay during the vacation season. When you are eligible for a vacation, tell your 
foreman when you d like to take it, and he will do his best to meet your wishes, pro¬ 
vided it doesn’t conflict with vacation schedules of other employees or with production 
requirements. 

One way in which the president can talk to Rudy is by bulletin-board 
notices. Some companies reserve bulletin-board notices for stiff, formal 
announcements that make Rudy feel that he ought to hire a lawyer to tell 
him just what they mean. Such notices serve to emphasize that the factory 
involves the formal, nonhuman regimentation of masses of men in an arti¬ 
ficial environment. On the other hand, the notice can be clear but friendly, 
with a personal touch that makes Rudy feel that there must be a real guy 
rather than a legal automaton in the president’s office. 

Note, for example, the difference in tone between the following two 
bulletin-board notices: 

BULLETIN-BOARD NOTICE 

September 6 being Labor Day, the shops and offices of the corporation will be closed. 

* * * 

HOLIDAY NOTICE 

My very best wishes to all my fellow workers for a happy holiday week end. Since all 
shops and offices will be closed Saturday, Sunday, and Monday, September 4, 5, and 6, 
a big week end is ahead of us. ’ 

If your week-end plans include driving on the road, let’s remember that Labor Day- 
week end brings all too many fatal accidents. Let’s drive so that we can all be back 
in one piece next week. 

Those who arc back on the job on Tuesday, September 7, will be paid at their base 
rate as though they had put in their regular 8 hours on Monday. Those who are re¬ 
quested to work (on special rush work or emergency maintenance) on Monday, Sep¬ 
tember 6, will be paid at double their straight-time earnings for work done on that day 

(signed) G. H. Fraser 
President 

Bulletin-board notices need not be limited to notices of holidays, layoffs, 
and changed schedules. Rudy would be very much interested in reading on 
the bulletin board (before he sees it in the paper) that the company has just 
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received a big order, or marketed a new product, or declared a dividend. 
Many of the things that require executive attention also deserve a place on 
the bulletin board at the appropriate time—and that time is before the 
public at large learns about it. One of the best ways to establish confidence 
in management is for employees to get the facts from management before 
they hear about them from their friends and neighbors. 

Another frequently utilized medium of communication with employees 
is the poster. Some companies believe they improve employee morale greatly 
by exhibiting series of colorful posters on bulletin boards throughout the 
plant. Such a “morale campaign” has the advantage of simplicity and ease 
of operation, since, once the selection is made, it is only necessary to change 

posters every week or two. 

The poster does have a definite place among the mediums of communica¬ 
tion. especially in the fields of safety, health, and plant housekeeping. But 
it is quite probable that the advantages of posters as a means of com¬ 
munication have been oversold. In some few cases, poster compaigns have 
done more harm than good because managements have relied upon such a 
campaign, believing that the poster campaign would perform the miracles 
claimed for it. when they would have done better to take more specific 
corrective measures. While suitable posters have a place in a rounded pro¬ 
gram of communication with employees, they should not he relied upon as 

an exclusive medium. 

If “the company” is to be more than a vague, impersonal entity, more 
than the “soulless corporation” he reads about occasionally, Rudy should 
be brought face to face with some of the facts about his company. Too often 
managements feel that Rudy wouldn’t understand anything about that, and 

that, moreover, Rudy just doesn’t care. 

Rudy wants to know about his company. And he has some awfully mis¬ 
taken ideas about how much profit the company makes, and how much of 
the sales dollar goes to him. The more alert managements tell Rudy about 
it by means of special annual reports for employees—employee yearbooks 
that tell him about employee activities and company sales, employee benefits 
and company profits, how much went to the stockholders and how much 
went into reserves to make his company stronger, and how annual employee 
earnings have risen steadily from year to year. It makes Rudy proud to be 
able to talk about his company's activities and sales and prospects. He will 
talk about it to his wife and children at dinner, and all of them will acquire 
more interest in their company. 

Some managements make their regular annual stockholders’ reports avail¬ 
able to their employees. That is better than nothing, but it is far better to 
prepare a special annual report to employees. It goes without saying that the 
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financial information in the employer report must he as simple as it is pos¬ 
sible to make it. At the same time, its preparation must avoid “writing 
down” to the employee. It takes time and no little imagination to prepare 
an annual employee report. In addition to showing the share of total outgo 
that goes for materials purchased, salaries and wages, and dividends and 
reserves, the annual employee report offers management an opportunity to 
show employees how much its taxes amount to per employee, how the 
number of stockholders compares with the number of employees, how much 
investment is required to make one job in the company, etc. The employee 
yearbook is also an excellent medium for reviewing the operation of various 
employee-benefit plans, the suggestion system, recognition given the company 
during the past year, and the role of the company in the community. 

Annual statements come only once a year. The president talks to Rudy 
oftener than that. The president may talk to Rudy monthly, or semimonthly, 
or weekly, by means of an employee publication—a publication that tells 
him about fellow employees returning from military service, about employee 
recreation, about employee safety and promotions, about employee sugges¬ 
tions and what was done about them, about the products the company 
makes, about distinctions or awards the company has won, and about the 
contributions the company has made to the community or the nation. It 
lends dignity and interest to Rudy’s job to know about these things. And he 
likes to know about them in advance, so that he can tell his friends about 
them rather than have them tell him. 


Occasionally the president writes a special letter to Rudy (and Rudy’s fel¬ 
low employees) telling him of something especially interesting and timely. 
If these letters are reserved for the annual Community Chest and Red Cross 
drives, the president is missing a bet. He might well write Rudy a letter of 
commendation when a critical order was shipped on time, or to tell him how 
proud he was that the plant looked so trim when a group of foreign engineers 
(or the governor) visited the plant last week. Letters from the president 
should not be reserved for charity appeals or golden-anniversary congratula- 

occasion warrants, bringing the em¬ 
ployees closer to the company. Some companies send these letters to em¬ 
ployees at their homes, where the wife and children can also read them and 
take an increasing interest and pride in their association with the com¬ 
pany. 

In some companies a loud-speaker system enables the president to talk 
to Rudy in person. This has been used very successfully by many industries 
to transmit the dynamic personality of the chief executive, and his enthu¬ 
siasm and optimism, to the men and women at their desks and machines. 
But the microphone seldom flatters, and not all executives are born broad- 
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rasters. The medium of communication should be attuned to the personality 
of the executive. 

Neither the loud-speaker system nor any other system of communication 
should be limited to messages of exhortation or rosy reports of achievements. 
Channels of communication should be used primarily to enable the com¬ 
pany’s top management and its rank-and-file employees to understand each 
other better —not merely to overwhelm with propaganda. Channels of com¬ 
munication are most effective when used to discuss common problems, 
forecast future progress, answer inquiries, and disclose information about 
the company. No channel of communication is effective unless it has prestige 

in the mind of the employee. 

One frequently overlooked channel of communication is the local news¬ 
paper. Some managements discover the local newspaper only when a strike 
is imminent or has been begun, and then fill its pages with anguished screams 
of wounded righteousness. By then it is too late to do a constructive job. 
The local paper is a daily or weekly message. It can be used to tell the 
president’s story not once but repeatedly. It can tell a message in different 

wavs again and again and again. 

It can tell its story in words. It can tell it better in pictures. It can tell 
the story by way of an educational advertisement or a lively, human-interest 
news story. Sometimes a published letter to the editor is a good medium. 
Contact with the local newspapers must be carried on by someone in man¬ 
agement who knows his jobs, who lays out a long-range program, and follows 
it through with imagination and tact. And it must be done continuously. 

In addition to advertisements and news stories in the local press, alert 
managements seek to establish good relations with the local newspapers and, 
most important, let the local press know that someone from management is 
available at all times to give the company’s reaction to any development 
involving the company. Such relations cannot be developed instantaneously 
when needed. They must be cultivated continuously. Fortunately, mal¬ 
managements are becoming increasingly aware of the importance of the 
printed word, and do not shy away from the press or meet every press inquiry 
with “No comment.” Community public relations are becoming increasingly 

recognized as an important factor in employee relations. 

Some companies have even recognized the value of incorporating em¬ 
ployee-relations material in their national newspaper and radio advertising, 
having discovered that good employee relations are an excellent source o 

public goodwill. 

While the channels of eommunicataion from the president to Rudy are 
varied and more than one is available, it cannot be emphasized too strongly 
that the president’s message must be sincere and must be consistent with 
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Rudy’s experience in the shop. If the president tells Rudy how much he’s 

interested in his welfare, but his foreman fails to deliver to Rudy a messao-e 

from his wife that the sick baby has suddenly taken a turn for the worfe, 

Rudy will take every message from the president with a grain of salt. And the 

president’s message about the company’s fair-wage policy will be worse than 

wasted if Rudy finds he’s getting less money than some other employee for 
the same work. 

Channels of communication between the president and Rudy must be 
established, kept open, and used consistently and wisely. But if the president 
should come to the conclusion that these channels of communication can be 
a synthetic substitute for a genuine interest in employee relations, he will one 
day suddenly and painfully realize his error. 

Rudy to president. The channels of communication from the president 

to Rudy are much easier to maintain than those in the reverse direction. 

But the mere fact that communications in the reverse direction are difficult 

does not minimize the importance of maintaining these channels open and 

in operating condition. The lack of knowledge of employee reactions in 

top-management circles is as vast as it is unfortunate. It is rather surprising 

that the average industrial organization works as well as it does when it is 

considered that in so many cases the president has not the slightest idea how 

Rudy feels about the company, the company’s policies, or the way the com¬ 
pany treats him. 

Of the various ways in which Rudy can communicate with management, 
the most dramatic is the strike. A strike usually means that Rudy very 
definitely dislikes something and is taking extreme measures to show his 
dislike. (Of course, it is possible that Rudy made no decision at all in this 
case, for in some cases it isn’t Rudy but his union representatives who decide 
that a strike is necessary to show that Rudy disapproves of something.) But 
the strike is a wholly inadequate channel of communication, because (1) it 
does not tell the management exactly what is wrong (the reasons advanced 
by the strike leaders are seldom the real causes) ; and (2) by the time the 
dissatisfaction has attained the proportions of strike action, it is usually 
rather late to undertake constructive action. Unfortunately, some man¬ 
agements put off employee-relations functions as relatively less important 
than other management functions, until a strike suddenly makes employee 
relations their No. 1 problem. 

One means of communication that some managements have provided in 
an effort to determine employee morale or employee reaction is an opinion 
survey. This is usually a rather extensive program that may involve sending 
a lengthy questionnaire to each employee, with subsequent analysis of the 
returns, requiring very careful interpretation. This procedure may or may 
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not get appreciable returns from the employees, and there is always a ques¬ 
tion whether the employees who do return a completed questionnaire are 
representative of the majority or whether it is only the cranks or those with 
an ax to mind who take the trouble to fill in and return the questionnaires. 

‘ Some employee-attitude surveys are made by personal interview of a 
selected portion of the employees. This is also an extremely elaborate pro¬ 
cedure Both these tvpes of surveys may be objectionable in that they may 
arouse employee resentment if employees do not understand their purpose 
Some companies have, however, had good results from emplovec-attitud 

Confocfs. Because of these and other objections to formal employee-atti¬ 
tude surveys, some managements have been moved to consider more care u y 
the actual contacts they have with their employees in an effort to evaluate 
employee reaction through normal management channels The number o 
contacts that management has with its employees, even aside front the direc 
contacts with line supervision, are seldom fully appreciated, even by manage- 

ment representatives themselves. . 

The line organization may be pc 

of instructions'and information downward. It is an appropriate medium for 
the exercise of authority from the top down. It is not necessarily a good 

channel for transmitting employee reaction upward. 

The reasons for this are fairly obvious. In the first place, the ^mediate 

supervisor is so close to the trees he may not be able to see the foiest. H 
m!,y be in such intimate contact with the employees whom he supers ises 
every dav that it may be difficult for him to select the significant employee 
reactions from the regular run-of-the-mine reactions which he gets from hi 
employees almost every minute of the day. Obviously he cannot report every 
reaction that he obtains from his employees, or he would be doing nothing 

^'in the second place, the immediate supervisor is rather hesitant about 
transmitting upward employee reactions that may be critical of the line 
organization. Some of these reactions may be critical of the .mmechatc supe - 
visor himself. Some of then, may be critical of the upper levels of the line 
organization. Some of them may be critical of company policies. In any 
case, the immediate supervisor may fear that when he reports these reac ton 
to his superior, the immediate supervisor himself may be criticized for h.s 
mishandling of the situation, or his clumsiness in transmitting instructions 

of upper supervision, or in application of companv policy 

|ust as his relationship with his immediate supervisor is the most ««»l»'‘" 
factor in the employee's work environment, so the relationship with Am 
superior is the most important factor in the work environment of the imme- 
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rhatr supervisor. Tlir immediate supervisor’s report to his superior is likelv 

to be largely determined by ( 1) what he believes h,s superior would like to 

hear and (2) by the possibility that his superior may criticize him. 

The immediate supervisor may also fear that employee reactions which to 

him appear innocent may be considered by his superior to be a reflection on 
his own ability as a supervisor. 


Furthermore, the immediate foreman has usually had a considerable 
amount of experience in being the bearer of bad news, and he doesn’t like 
that role. Some elements of management may take out their dissatisfaction 
at the receipt of bad news by finding fault with the person who brings the 
bad news to them. It is obvious that this reaction is the surest way of 
plugging up that particular channel of communication. 

Still another reason why the supervisor is not a good channel for the trans¬ 
mission of employee attitudes is that the supervisor himself is frequently 
subject to the same griefs as is the employee. If he cannot make his own 
griefs felt by his superiors, he feels that there is not much point in passing on 
the gripes and reactions of his subordinates. The ferment of foreman 
organization in recent years indicates that foremen themselves may not lx* 
too happy about their situation. In such cases, foremen may become 
insulators rather than conductors in the line of communication. 

Grievance machinery. One important channel of communication is the 
formal grievance procedure. 


While it is generally recognized that an adequate grievance procedure is 
the foundation of any sound collective bargaining relationship, a formal 
grievance procedure is at best an imperfect instrument of communication 
between employees and management. 


A careful analysis, however, of all grievances received is a necessary func¬ 
tion for any management interested in the reactions of its employees. Where 
grievances are technically defined as being limited to questions of interpreta¬ 
tion or violation of the collective-bargaining agreement, the technical defini¬ 
tion of the grievance should not blind management to the human value 
inherent in all complaints, whether or not they fit the technical qualification 
of a grievance. Even where a grievance relates to something entirely beyond 
the control of management, it may still be significant and may shed light on 
matters within management’s province. 

Besides the grievance procedure, other sources of information concerning 
employee reactions are available to management and should be carefully 
considered. Union newspapers are a fruitful source of helpful information 
concerning employee reactions. If nothing else they may indicate areas in 
which employees may need constructive information to overcome misin¬ 
formation received by employees from other sources. The columns of the 
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local newspaper should be watched, particularly the letters to the editor, 

because they may disclose significant reactions. 

Another source of information about employee reactions is f °^ m leUe 
from employees to various members of management. These should always 
be centralized in one place for handling and analys.s, even though they are 
,cnt to particular individuals because the employee involved may persona ly 

know the individual addressed. . . ma ; or 

Staff channels. Whereas the line organ.zatmn is immersed in the major 

problems of production, the staff organizations, such as the employee-rela- 
lions department personnel, are free to observe, analyze, and determine the 
facts and factors that hinder or facilitate the functioning of the line organiza¬ 
tion The line organization directs—the staff advises and assists the line 
The various staff elements of the organization must be impressed with the 
importance of providing unrestricted and directed flow of 'nformation rom 
the employees to top management. All the management people involved in 

such matters as employment, employee counseling^ employee traimng safety 

work welfare, transfers, disciplinary measures, labor relations, Job analysis, 
time studv. employee recreation, medical service, and all other staff function, 
should be trained to report accurately employee sentiment nnd s.gmfi a 
employee remarks to a central place, where these reactions may be^analyz d 
and summarized. The significance of employee-attitude trends should then 

be determined, and periodic reports made to top manageme n . 

The contacts with employees made by the employee-relations staff for ex- 
amp are many and various, and range all the way from a preliminary 

moment J*c. before thy employee i, hired. » „ 
when the employee leave,, with many an important tontae. between the* 

management, have e.tahli.hed exit Interview, (nr all em,do,ee, who 
quit their employment. Such exit interviews, usually conducted > 

pto men, office. are de.iyned to date.no-the tea, e.,„e, for the emph^ 

emitting and, if possible, to save valued employees for continued employ 
ment When an employee has reached the point where he is rea > t0 
his job he is more likely to be frank and honest in his evaluation of h. 
employment experience than a. any other time. If the exit ,„,e„,™er » 

intelligent about his interview, he can learn a great dca a 1 

company policies and about the conditions in the department of the quitting 

T£ a record of such interviews and filing them for future reference 
alone does very little good. The interviews must be analysed and sum 
marized so that a glance can show what departments may be ^b^P 
and what factors are most important in causing employees to leave. 
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cases should be analyzed not only from the viewpoint of correcting the condi¬ 
tion of which the employee complains, but from the viewpoint of the influ¬ 
ence of that condition and its correction upon the entire employee body. 
Intelligently utilized exit interviews can be a very important channel of 
communication between employees and management. 

It should not be overlooked that the exit interview furnishes an excellent 
continuous survey of employee attitudes. Assuming that the turnover for the 
average plant in the United States is about 6 per cent per month, it is 
obvious that in the course of a year as much as 72 per cent of the total 
employee body will have passed through the plant and have left. There¬ 
fore, without running a special employee-questionnaire survey, the exit-inter¬ 
view technique alone would provide management with a continuous source 
of information from a significant proportion of employees. 

Discipline records can be a very significant index of employee reaction. 
Discipline records can serve as a check on / 

C .w K' 7 * • 

Employee policies * t ' i 

Employee screening ^ 

Employee placement 0 '" 

Supervision 

The results of various employee policies in action 


Collecting accurate and adequate records of all disciplinary matters in one 
central place for analysis and periodic report to top management can be 
very helpful. 

One point of employee contact which is not often appreciated is that made 
by safety inspectors, safety engineers, personal-protective-device distributors 
(such as safety-goggle stations), nurses, matrons, etc. These people have 
daily, repeated contacts with employees and necessarily discuss with them 
causes of accidents, means of accident prevention, health, safety, and sani¬ 
tary conditions in the shop, and allied matters. These are quite personal 
matters, and frequently lead to extremely frank, unrehearsed, significant 
statements of opinion. If these management representatives are taught to 
make reports on employee reactions, and such reports arc centralized in one 
place for analysis, management can have a very useful channel of com¬ 
munication from employees. 

Another management source of information concerning employee reaction 
(but one which must be treated carefully in order to safeguard employee 
confidence) are the numerous employee service contacts. Counselors, recrea¬ 
tion leaders, and welfare people are frequently in a position to get important 
employee reactions to a very varied assortment of company policies. The 
same goes for grievance investigators, employee-training instructors, and 
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other personnel people. But it is important to make the point that none of 
this information is of very much value and none of it reaches top manage¬ 
ment unless a deliberate procedure is established for communicating a 
these reactions to a central point for summary and analysis with periodic 
reports to top management. The continuous function of coordinating these 
reports might be assigned to the research section of the employee-relations 

^TJbor relations os a phase of employee relations. Labor relations, i.r. rela¬ 
tionship with unions, are perhaps the most dramatic aspect of employee 
relations. Thev arc also the area in which management is most apprehensive 
of the possibility of being divested of its authority and functions. They arc 
the area most affected by legislation and government regulations. Accord¬ 
ingly, they are the area in which management is most sensitive and in which 

it is likclv to take decisive action. 

But the true relationship between management and employees depends 
,nlv in part on management’s relations with the union. Management s many 
contacts with the employees themselves are far more important in the deter¬ 
mination of employee attitudes. If, in his everyday experience, the employee 
becomes convinced that management is sincerely interested in his welfar 
that management is willing to listen to his suggestions and complaints, tha 
management will give him a square deal, that management treats him like 
a human being-then it becomes a relatively difficult matter for the union 
to upset the basically sound relationship between employees and manage 
ment. In fact, in such a situation, the union is not so likely to undertake 
;l „ antimanagement attitude, for it will conclude that it can do more for the 
employees by working with management on a constructive p ane. 

On the other hand, if the employees have been treated arbitrarily, if they 
have been led to believe that management will not listen to their complaints 
or suggestions, if they are convinced that management regards every em¬ 
ployee as a clock number rather than as an individual human being, e 
the employees are likely to express their frustration by extravagant deman s 
through the union. The union is then more likely to adopt a quarrelsome, 
uncooperative attitude and to conduct antimanagement campaigns. 

Important as they are, union relations are but one aspect of the employer- 
employee relation. And what is more significant for management, the kind 
of labor relations that any organization enjoys arc likely to be in consider¬ 
able measure the result of the kind of employer-employee relations that 

management has fostered. . , t 

The labor-relations section is that part of the employee-relations depart¬ 
ment through which all contacts with labor unions arc channeled. It con¬ 
ducts all the correspondence with the unions, participates in grievance 
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handling at approximately the third step, represents the company in arbitra 

tion cases, participates in negotiations, and conducts all necessary corre- 
spondence with government labor agencies. 


It is highly desirable that all correspondence with the unions be central¬ 
ized in one place in the company, and the labor-relations section is that 

place. Since the section studies and analyzes grievances at all levels it 
can best determine the significance of various union demands and requests. 

If, as is quite common, grievances are handled verbally by the foreman in 
the first step, the foreman should feel free to consult the labor-relations sec¬ 
tion if he is in doubt as to contract interpretation or company policy. In the 
second step, the grievance is usually presented in writing to the superin¬ 
tendent. He, too, should be free to consult the labor-relations section if in 
doubt, and copies of all grievances and rulings on them should be sent to 
the labor-relations section for study and analysis. 

If the superintendent’s handling is not satisfactory to the aggrieved em¬ 
ployee, the grievance may be appealed to the works manager or a board of 
top-ranking supervisors. The head of the labor-relations section should sit 
with the works manager or be a member of the board, to present the human- 
relations aspect in any consideration of the grievance, and to interpret 
applicable company policies and observe them in operation. 

It is obvious that, in handling grievances and arbitration cases, the labor- 
relations section must work in the closest possible harmony with the line 
organization. That harmony will be subjected to much stress and strain, but 
it will prevail if the line organization wants to cooperate and the staff organ¬ 
ization realizes the importance of maintaining the prestige of the line 
organization. 

The labor-relations section’s participation and analysis of grievances in 
the various steps, together with information from other sources, should 
enable it to transmit to top management periodic reports on the status of 
employee morale and on the operation of employee policies. Such reports 
may constitute a human audit of the company, and top management will 
soon come to realize their importance. 

One of the most important functions of the labor-relations section is the 
part it plays in contract negotiations. Counsel should be available for con¬ 
sultation and drafting, but the lead in collective-bargaining negotiations 
should be taken by the labor-relations section, which should prepare the 
background material, recommend changes in the existing contract on the 
basis of past experience, study the union demands, prepare counterproposals, 
and participate in (or conduct) the actual contract negotiations. Collective¬ 
bargaining negotiations are a warmly human selling job rather than an exer¬ 
cise in legal logic. 
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In conducting or participating in negotiations, the labor-relations section 
should be in complete harmony with the line organ,zation every step the 
way It is the line organization that will have to live with the agreement 
and administer it Line supervisors must completely understand what is 
involved, and should be given as much info.mation as possible during t e 
negotiations so that they may understand and accept the resul . 

Living under a collective-bargaining agreement. Negotiating a collect, 
bnfg ning agreement is only the more drama tic phase of collective bargain¬ 
ing Far more important, from both management and employee standpoints, 

is the dav-to-day operation under the argreercent. 

between the parties for the life of the agreement. Anything that 'nterfer 
with peaceful operation under the agreement strikes at the foundation 

the interpretation of a t.llective-ba.aining agrees, 
can and should be settled by arbitration if direct negotiations fad Many 
collective-bargaining agreements provide that there shall he no«r^ 
down, boycott, or lockout during the life of the agreement, and that unse tied 
disputes about interpretation or violation of the agreement hal be taken 
to arbitration Such provisions are the essence of collective-bargaining 
agreements. They should be jealously maintained, and violations should be 

PU Sut a not e al; y agr"ments provide for arbitration of disputes concerning inter 
pretation or alleged violation of the agreement, although such provisions are 

becoming fairly customaiv. Where such provisions are not 

agreement the parties are not likely to agree to arbitration at ‘he time tha 

a dispute arises, because at that time tempers are likely to be ruffled an ^ 

strained relationship is not conducive to an agreement concerning the m. 

to be arbitrated, the selection of the arbitrator, the rules for 
Consequently there is no way to determine the correct interpretation of th 

contract, or whether either party has violated it. except a lengthy court pro- 

roodinp or 3 strike, or lockout. j 

Relations with unions are likely to be better if all contact, are m 

through the labor-relations section, whose primary concern » good employe 
relations Such centralization also ensures that all written communica¬ 
tions with the union are centralized through a single department, which 
should also be responsible for keeping the official record of union 

''"Employee-relations research. Just as product development depen* on 
research, so is the application of good industrial-relations techniquehelpe 
by adequate research-research into the effectiveness of various employee- 
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relations techniques and policies, and into the applicability of new techniques 
to the particular conditions of the plant. 

Industrial-relations research is no ivory-tower project. It is a very prac¬ 
tical, down-to-earth undertaking. 

Industrial-relations research may be of great assistance in the development 
of new employee policies by keeping management abreast of developments 
in the rapidly changing field and determining whether techniques that have 
been found to be successful elsewhere are applicable in a specific plant, and 

what modifications may be necessary in order to make such techniques 
successful. 

The research section may conduct investigations into profit-sharing plans, 
various employee-security plans, retirement plans, employment-stabilization 
programs, etc., and be ready to make recommendations at the appropriate 
time. Or it may study the operation of an incentive plan in a given depart¬ 
ment, to determine whether it is applied fairly or whether there is evidence 
of limitation on production. 

The research section should be able to advise management what the cost 
of a proposed personnel program (such as compulsory wearing of safety 
goggles, for example) may be, and what results may be anticipated from it. 

The research section may make an exhaustive study of seniority systems_ 

an extremely complicated and far-reaching matter—and reach conclusions 
that will guide the labor-relations section in the next collective-bargaining 
negotiations. 

The research section may study the budget of the entire employee-relations 
department to determine whether the company is receiving dividends on its 
expenditures, and what sections are not making the most of their opportunity. 

One of the most important functions of the research section is to forecast 
the possible adverse employee reactions that may be expected as a result of 
introducing new practices or policies, in order that advance steps mav be 
taken to head off such adverse reactions or convert them into favorable 
channels. 

Industrial-relations research may also be considered a means for keeping 
the entire employee-relations department alert and on its toes. It helps to 
prevent continuance of those things which are carried on simply as a result 
of inertia. Sometimes it is just as important to stop certain operations as it 
is to start others. 

Another important field which may be assigned to the research section is 
that relating to company organization. There are relatively few companies 
with a separate staff department devoted to the never-ending task of study¬ 
ing the company’s organization for the purpose of improving it. 

The organization of a company cannot be divorced from its personnel. As 
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personnel, condition,, product,, and policies change. so must the organiza¬ 
tion of the company be modified in order that it may maintain and improve 
its efficiency and effectiveness. There is no one perfect type of company 
organization. The research section may have as one of its chief functions the 
study and observation of the company organization and the recommendation 

of changes in it. . , f 

One of management’s chief obligations to its employees lies in the area of 

continuity of employment. The day is gone when management could afford 
,o hire new employees upon receipt of a big order and lay them off when 
the order had been completed. The cost of turnover and unemployment 
compensation alone is a factor to he reckoned with. But far more significant 
are the intangible factors—employee morale, community prestige, public 
opinion—all of which are vitally affected by the insecurity and callousness of 
hire-and-fire employment practices on the one hand and by the stability and 
improved relations resulting from year-round employment on the other. 

While few companies are so situated that they can guarantee year-round 
employment, a great many companies can do more than they have done to 
remove employment fluctuations. Employment stabilization affects all 
departments and many company policies. It requires careful preliminary 
research to determine how best to begin, and what are the various techniques 
and their relative merits. The research section of the employee-relations 
department is an appropriate department to do this preliminary research 

and to make recommendations for approval by top management. 

Organization. Reference has been made to an employment section to 
recruit, interview, select, test, place, induct, and follow up new employees, 
transfer them from job to job. and terminate their employment when they 
leave; a joh-analysis section to see that they arc equitably paid; a training 
section to train them and open up new vistas of development; a health and 
safety section to assure their safety and good health on the job; an employee- 
service section to help them get properly adjusted and help their morale and 
sociability; a labor-relations section to deal with their representatives; and 
a research section to help keep the entire operation on its toes. 

It is obvious that such departmentalization may not be necessary, and in 
small companies it may not be possible. However, in every case, the corre¬ 
sponding employee-relations function should be recognized, and the respon¬ 
sibility for it should be assigned to someone. In those cases in which the 
organization is too small to justify specialists in these various fields, full use 
should be made of labor-relations and industrial-relations consultants, local 
and national trade associations, and local industrial-relations associations. 

Head man. All the activities of the employee-relations department arc 
centralized in the head of the department, who should report directly to the 
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chief operating head of the company. It is becoming more and more cus¬ 
tomary, especially in the larger companies, to find the head of the employee- 
relations department bearing the rank of vice-president, and reporting 
directly to the president. 

If the head of the employee-relations department is made subsidiary to the 
head of the production, manufacturing, sales, or any other department, his 
effectiveness is greatly limited, and it becomes difficult if not impossible for 
him to render a company-wide service, or even to do an adequate job in any 
department. 

The head of the employee-relations department must have certain essential 
characteristics. He should combine tact with conviction. He should be able 
to sell his program to the line organization and yet be prepared to resort to 
pressure when that is necessary. He should have a deep, abiding faith in the 
importance of the human factor. He should be able to accomplish his pur¬ 
pose through other people. He should be endowed with a passion for anonym¬ 
ity. He should be prepared not only to give credit where credit is due. but 
frequently to give credit to others when it is in fact due to himself. 

While maintaining a due regard for the authority and prestige of the line 
organization, he should make himself respected by the line organization for 
his ability and knowledge of the field, his ability to predict the results of a 
given course of action, and his interest in the welfare of all employees of the 
company while bearing in mind the long-range interest of the company. He 
must know and understand the nature of company organization. 

He must be able to sell himself and his program not only to the line 
organization but also to the operating head of the company. He should con¬ 
tinually impress the operating head, and the board of directors if necessary, 
with the importance of the human factor. He should be able to report at all 
times on the status of employee relations and to prove the dollars-and-cents 
value to the company of improving its employee relations. 

He should know how to fill the role of employee-relations spokesman in 
the community. 

The head of the employee-relations department should be prepared for a 
never-ending task of correcting errors. He should expect to help many 
without receiving a word of thanks. He should be grateful if he is given the 
means and organization with which to continue doing his job. 

6. A world to gain 

The achievement of good employee relations means the attainment of that 
intangible known as employee “morale,” but it means more. Good employee 
relations are the best guaranty any company can have of continued success 
in any field of endeavor. 
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Employees who are proud of their company constitute the best possible 
advertisement any company can have, not only in the plant community but 
wherever its employees go. and wherever they may have friend* The sales¬ 
man who is “sold” on his company is a far more enthusiastic salesman than 
one who merely sells a good product. A customer or prospective customer 
who visits a supplier’s plant can tell almost at once whether a goodl relation¬ 
ship exists between employees and management. If high morale ™.s 
company can be assured of having available to it the pick of prospective 

employees, assuring it of an ever better organization. 

Good employee morale pays off in dollars and cents. Where good morale 

exists employees put their hearts into their work, as well as their hands and 
brains. They enjoy their work, and they do it better and more efficiently. 
Higher efficiency means greater output and lower costs. In fact, it is prob¬ 
able that in no other single field can management show so great a return or 
so little investment. Appropriate encouragement can release untapped atent 
reservoirs of employee contributions to the success of the business. Satisfied 
employees are eager to suggest improvements. Satisfied employees take a 
persona, interest in the welfare of the company. Satisfied employees reqtm 
far less supervision. Satisfied employees cause less wear and tear on th 
machinery and equipment. Satisfied employees cause less avoidable waste. 
Satisfied employees are probably the most valuable single asset that any com- 

Pa Employ^s V who appreciate their company do not leave it for other oppor¬ 
tunities. Nor are they as likely to demand transfers to other jobs or depart¬ 
ments except for the purpose of utilizing their highest skills. The resulting 
stability in the working force is an important factor in achieving ever higher 
efficiency. Employee turnover is costly in many ways that are difficult to 

CV Aside 0 from its dollars-and-cents value, aside from its humanitarian value 
in bringing satisfaction in place of spiritual repression to millions of people 
the achievement of good employee relations has an intensely personal value 
to the men and women who make up management, for the only poss.b 
complement of good employee relations is good management relations^ 
Where good employee relations exist, management has the opportunity 
lead rather than drive. Management is looked up to, rather than vt 1 c _ 
Management’s role is voluntarily accepted by the employees, rather than 
being forced on them by concepts of authority and legal rights. Only wh 
good employee relations exist can management fully devote its time and 
effort to managing the business, rather than be perpetually engaged m ove ¬ 
coming human friction. Good employee relations arc indeed the lubr.can 

that makes an organization function smoothly. 
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In no other field can management reap so rich a harvest as in the field of 
improved employee relations. In no other field can so much be accom¬ 
plished, both for the individual company and for our society. New, rich 
areas have been explored but remain to be fully developed and utilized. 

The tremendous improvements which have been made in processes and 
equipment have their future counterpart in improvement in relationship that 
can and will be made between management and employees. Management’s 
success in the future will be gauged largely by the progress it makes in 
improving that relationship. 
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HOW TO ENSURE BETTER RELATIONS 

WITH STOCKHOLDERS 


The purpose of this section is to outline ways and means of keeping stock¬ 
holders informed and interested in the work and progress of your company. 

Although in recent years increasing reliance has been placed on annual 
reports as a means of communicating with shareholders, there are numerous 
other ways to attain the same objective. The most effective stockholder 
relations program is a balanced, year-round program which combines all, or 
most, of these devices. 

Introduction 

An understanding of the need for good stockholder relations is the first 
step in setting up a program. In addition to your legal accountability to 
these investors, as provided by SEC regulations, stock exchange rules, and 
other requirements, here are some of the reasons for your constantly striving 
to keep your shareholders informed: 

The management is responsible to the board of directors, which is elected 
by the stockholders at the annual meeting of the corporation. There¬ 
fore keeping the electorate informed is as important in the business 
world as it is in the world of politics 

Many steps which the management deems advisable in the course of busi¬ 
ness require stockholders’ approval. Depending on the laws of the 
particular state, or other pertinent regulations, these might include: 
adoption of a pension plan; disposing of the assets as a whole; the mort¬ 
gaging of property; an increase or decrease in the authorized stock 

When and if you decide to issue new shares, your stockholders should con¬ 
stitute your No. 1 prospects. They will be, if they appreciate the com¬ 
pany’s dividend record and potentialities, and if they are in accord with 
the policies of the management 

If the stock is widely held, the shareholders may be important as a con¬ 
suming public, depending, of course, on the nature of the product. 
Many companies make full use of their shareholders as “good-will am¬ 
bassadors” in their respective communities 

The investing public, made up as it is of people from every walk of life, 
is a strategic segment of society. Given the true facts about the enter- 
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prise system, and inspired to spread them wherever possible, stockholders 
have the power to “tip the scales” against subversive ideologies and 

doctrines 


7 . What kind of facts to communicate to shareholders 

In the average corporation, there is no lack of interesting information to 
pass along to stockholders. Here are some of the items which leading com¬ 
panies include in their annual reports, letters to stockholders, newsletters, 
company magazines, and other stockholder-relations mediums: 

Company policy. The management should make clear what it believes 
and practices in regard to stockholders, employees, customers, suppliers, and 
the general public. This would include such aspects as 


Research 

Service to the public 

Employee relations and fair compensation 

The best possible product at the lowest possible price 

Truth in advertising 

Conservative and realistic accounting 

Fair return to the investors 

Sound public relations 

Leadership in the industry 

The enterprise economy and how it works. Here are some of the questions 
which a company can, and should, answer for its stockholders and, through 
them, for the community at large: 

What is profit? Who gets it, how much, and why? 

Why is investment necessary? 

What proportion of the sales dollar accrues to shareholders? How much, 
in wages, to employees? How much, in salaries and other compensa¬ 
tion, to top executives? What becomes of the balance? 

Why are reserves lor various purposes advisable? 

Who owns American business—the few or the many? 

How does competition make for progress? 

How do corporations contribute to the American standard of living? 

How do they help preserve human values and the freedom and dignity of 
the individual? 

The sales dollar and where it goes. “What becomes of the money?” is a 
universal cry, and the wise management sees that both shareholders and 
employees are told the complete story. Through charts, graphs, pictograms, 
and other devices—as well as through the accounting medium of the annual 
statement—the company publishes the facts regarding such things as cost 
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of materials, payrolls, taxes, selling and administrative expense, depreciation, 
dividends, reserves, etc. 

In this connection, it is wise to remember that different people react dif- 
terently to words, phrases, and figures. For example, some will grasp the 
profit significance better if it is expressed in percentages, rather than in lump 
sums. Others prefer to have such data shown in terms of the average 
employee per week, or in the form of a comparison with like figures of the 
previous year. 

The word “profits” in itself arouses varying responses. Some companies 
leave it out altogether, substituting “income,” “net income,” “payments to 
tool owners,” and so forth. Others retain the word, but explain its meaning 
in various ways, such as “incentive to risk savings,” “the margin out of which 
contingencies must be met,” “the rent for the use of savings,” etc. 

The story of prices. When the price trend is upward, alert management 
counters possible resentment by disclosing the reasons and thereby shifting 
the blame. When the price trend is downward, it hastens to show how its 
sound management policies and practices have enabled it to give customers 
more for less. Rising costs are explained by comparing taxes, wages, mate¬ 
rial cost, construction and replacement costs, etc., with those of prior periods. 
At the same time, if possible, readers are shown how today’s dollar’s worth 
of the company’s product or service represents better value than before. 

Investment and ownership. Evidence abounds that neither stockholders 
nor employees fully understand how much investment is needed to make jobs 
and to keep the wheels of industry turning. Neither do they realize, gen¬ 
erally speaking, that most corporations whose shares are publicly held have 
more stockholders than they do employees. Dramatizing the first point is 
one of the best ways to justify the enterprise system, as by showing how much 
net capital per wage earner employed is “chipped in” by others, to make jobs 
possible. Dramatizing the second will help to counter the fallacy that the 
many toil in servitude for the benefit and aggrandizement of the few. 

Public-relations aspects. The company should let the stockholders and 
employees know what it contributes to the economy in terms of— 

Jobs and job security 
More pay for fewer hours of work 
Lower costs and wider markets 
Indirect employment of others 
Higher living standards for all 
Enhanced opportunities for the future 
Benefits to the plant community 

Day-to-day news about the company. Much of the information which is 
interesting to stockholders can be told twice—first in the form of news, as 
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soon as feasible after it happens, and in summary form in the annual report. 
Here are some of the items which constitute “news” to the shareholder, the 

employee, and the general public. 


Executive changes and new personnel 
Research developments 
New plants and equipment 
Advertising campaigns 
Important new outlets and resources 
Legislation and court decisions affecting the company 
Industry programs and objectives 
Pertinent anniversaries, such as 
Birth of the founder 


The first incorporation 
Discoveries, inventions, and patents 
First entrance into each new field; 

Original contract with the union 
Acquisitions and mergers 

Honors and recognition achieved by the company or its executives 

Employee-relations topics, including— 

Twenty-five Year Club or other recognition of older employees 

Suggestion and safety awards 
Retirement plans and pensions 
Other employee benefits 


Collective bargaining notes 

Employee activities, including those of social and 
Significant statistical summaries 
New products and new markets 
Changes of any kind which make “news” 

Notice of annual and regional meetings 


recreational nature 


Minutes of such meetings after they are held 


2 . Obstacles which must be overcome 

When planning the stockholder relations program and putting it into 
effect, care must be taken to overcome the obstacles which impede under¬ 
standing and discourage readership. Because you, the issuer, find your an¬ 
nual report, monthly newsletters to stockholders, and other material both 
interesting and convincing is no reason why the addressees should feel like¬ 
wise. In fact, it is a good idea to discount the latter’s willingness to read and 
absorb the contents, just as the professional magazine editor provides for a 
large tolerance of indifference on the part of his prospective reader. Here 
arc some of the things which stand in your way when communicating with 
the average stockholder: 
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He may be skeptical, even cynical, about the accuracy of statements made 
by the management—particularly financial statements 

He may not comprehend the language of business, and especially the 
accounting terminology which experts deem precise 

He may have exaggerated notions regarding the profits which the com¬ 
pany should be making, and hence disbelieve or be confounded by the 
true report 

He may not keep informed about business generally, or about the industry 
in which the company operates, and hence may lack a basis for appre¬ 
ciating company progress 

He may be deriving false notions from such partial “evidence” as plant 
expansion, executives’ salaries, the size of the company, retail prices of 
its products, seasonal markdowns, the extent of its advertising, etc. 

In order to grasp the full impact of these attitudes and misconceptions, 
read “The Public’s Acceptance of the Facts and Figures of Business Account¬ 
ing,” based on a survey made for Controllership Foundation, Inc., by Opin¬ 
ion Research Corporation. This study divulged the existence of the following 
conditions: 

Almost half the persons queried (45 per cent) said most companies actu¬ 
ally make more than they report 

More than half the persons queried (56 per cent) criticized company 
profit reports because they had “too many figures and big words.” This 
was the answer of 51 per cent of those who held stock 

When asked to name “the per cent net profit that business generally makes 
today,” the average (median) figure named was 25 per cent. Curiously 
enough, the survey showed, the public’s estimate of profits made by 
companies is the same whether people are thinking of sales as the base 
or capital invested! 

As to keeping abreast of information about business, only 17 per cent of 
the stockholders queried read the newspaper financial pages thor¬ 
oughly 

As far as “false notions” are concerned, of those people who named some 
company or industry as making too much profit, 39 per cent gave high 
prices as the reason, while another 23 per cent based their impression on 
hearsay and reading 

To summarize: 

The public, including many stockholders, has an erroneous impression of 
the amount of profit made by business firms 

A considerable section of the public does not understand the terms in 
which business reports are couched, even though they are sanctioned by 
long use 

In spite of certified audits and all the safeguards imposed by Federal and 
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<utr laws, and bv the regulations of the securities exchanges, a substan¬ 
tial percentage of the public distrusts the financial statements of business 

3. Getting the business story across 

In view of these obstructions to ready understanding, as between stock- 
holders and management, the shareholder-relations program must be shaped 
and conducted with them in mind. For example: 

The financial "facts of life” about the company including its sales and 
earning, expenditures, and condition, must be highlighted 
These essential facts must be expressed, explained, and interpreted so that 

thev will be understood and accepted as true . 

There must be some background or basis of comparison against which 

company progress can he measured-such as records of past sales earn¬ 
ings, and dividends; total sales and average earnings of the industry, 

and other pertinent data 

Some more frequent means than just the annual report, for communicat¬ 
ing with stockholders, should be provided. Newspaper accounts are no 
enough as a supplement, although they do constitute the second most 
important source of information about companies, according to anothu 

survey bv the Foundation , , 

Communication should not be confined to figures and statistics both for 

interest’s sake and to combat “false notions” of the sort refeired to abovi 
In addition to the annual report, the stockholder relations program should 
include such tried-and-true devices as— 

Annual meetings 
Regional meetings 
Interim reports * 

Special letters to stockholders 
Welcome letters to new stockholders 
Company publications 
Newsletters and bulletins 
Dividend enclosures 
Special offers to stockholders 

Publicity 

Advertising to stockholders 

4. The annual report: two schools of thought 

During recent years, many advertising and public relations experts, anxious 
lo overcome the obvious misunderstanding and frequent distrust of the facts 
.,nd figures of business accounting, seized upon the annual report as a vehic: c 
, |) for explaining the company’s position, condition, and prospects, and ( ) 
lor defending and explaining the free-enterprise system. According to one 

advocate, 1 the “modernized” report can do the following: 

‘ Lillian Doris, Modern Corporate Reports, Prentlcc-Hall, Inc., New York, 1948. 
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Make friends for the corporation among all the groups with whom the 
company has any contact—stockholders, prospective investors, em¬ 
ployees, customers, creditors, suppliers, distributors, dealers, bankers, 
rating agencies, investment advisers, newspaper editors, financial writers 

Create a confidence in the corporation that will discourage hasty liquida¬ 
tion of its securities, whatever the provocation 

Add prestige to the corporation 

Mark the management as progressive 

Interest stockholders in promoting the company’s products and services 

Create fresh investor interest in the company 

Give the corporation an opportunity to tell what it has accomplished, 
what it is prepared to do, and what it stands for 

In short, do practically everything, within the limits of one volume, that 
constitutes a complete stockholder-relations campaign! 

The icsult of this thinking has produced a yearly flow of attractive, expen¬ 
sive, beautifully illustrated, handsomely charted brochures and booklets, 
covering in narrative style every possible aspect of the companies’ operations’ 
not excluding economics lessons, “state of the nation” reports, flow-charts of 
income and disbursements, vital statistics on stockholders and employees, 
chapters on research, plus a host of devices for “livening up” the annual 
report. In the effort to become “dynamic” and “engrossing,” however, the 
real meat of the annual report—the actual reason for its being issued at all 
—the financial statement and the profit-and-loss statement are buried or 
eliminated altogether. 

Because its studies and opinion polls revealed gross ignorance of company 
affairs on the part of people in general, and on that of stockholders in par¬ 
ticular, Controllership Foundation, through the Elmo Roper organization, 
conducted a study of annual reports and how they are regarded by the large 
and small investors to whom they are sent. Entitled “What People Want to 
Know about Your Company,” this far-reaching study showed the need for 
a different kind of annual report, one which will give stockholders and other 
readers the information they desire. 

As the Roper report determined, stockholders seek, in the main, four spe¬ 
cific items of information: 


1 . 

2. Dividends 

3. General financial position 

4. The company’s outlook for the future. 

Because this information was either not contained in the annual reports 
which reached them, or because it was so overbalanced bv other material, 
40 per cent of the run-of-the-mine shareholders queried in the Foundation 



% 
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survey professed that these reports had no utility, and 60 per cent termed 

thorn onlv “moderatclv useful.” . 

It seems obvious from such evidence that the annual report is not a suit¬ 
able vehicle for editorial statements, general news, personnel ltems a . 
write-ups' dynamic artwork, or intricate charts and tables. While companies 
need more, rather than less, publicity and public relations, the Foundation^ 
survey proves that it does not pay to use the annual report primarily 

public-relations document. 

5. What the five "publics" want to know 

Do not be misled by the erroneous assumption that a single public or 
Jc of audience exists for the annual report or that the latter is a safe bnd e 
J, link ingclhc. .he many and di.trsc group. which arc concerned, or .hould 

he concerned, wi.h in con.enr,. There » » “ *™“" * 
readership to which one all-purpose report can be directed. Instead, 
are five, perhaps six, separate and distinct readership groups, as fol- 

lows: 

The run-of-the-mine shareholders, who possess no accounting knowl¬ 
edge or experience, and whose appetite is limited to essential facts, 

outlined quickly and in simple language 

The more sophisticated large investors, who understand accoun g 
terminology and who are avid for more details 

The stockholders (particularly women) who rely on friends, relative., 
and professional advisers for information on investments 
The financial community, including bankers trust officers 
counselors, security analysts, etc. -experts who are professionally 

ested in the progress and condition of the company 
Employees, whether shareholders or not, and their local and nationa 


1 . 


2 . 


3. 


4. 


n. 


Crinpiovei-s, wiiv mt-1 ... . . t4 , .. M 

unions! The unions might he considered a sixth public 

Here arc the major things to keep in mind regarding these groups: 

The run-of-the-mine stockholder is indifferent and apathetic to mosOacU 
about the company, or companies in which Ins u.oney .s investedjven 

to the point of not knowing (and apparently not caring) 
company in which he is most interested earned more money last year 
than it did before; whether it had any outstanding bonds and eve 
whether the stock is selling for more or less than when it was 

The average stockholder, as the Foundation survey showed s co 

to know about the earnings of the corporation, and he wou d l,k 
have someone give him an appraisal of the company s 
and soundness. The average stockholder is anxious to get *«««- 
and is interested to know whether “lus company will remain 
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enough to safeguard his capital and keep paying the same—or a bigger 
—return on his money. But he regards these as simple questions which 
can be answered in a paragraph, and says he will be satisfied if the 
company gives him these answers. 

The large investor, on the other hand, is apt to concentrate on the income 
statement and other strictly financial data. Here is a typical reaction 
from such an individual. “The first thing I turn to when I open a re¬ 
port,” he avowed, “is the income statement. I follow it down from gross 
to net and get the relations between each figure. Then I turn to the 
balance sheet to determine the current financial strength of the com¬ 
pany. I compare total assets and total current liabilities, and then exam¬ 
ine the nature and amount of each of the items included there. I am 
particularly interested in the nature and size of investments, the amount 
of cash, the liquidity of the current assets, the vulnerability of the inven¬ 
tory figures, and so on. Then, if I know anything about the industry 
and its financial requirements, I can judge pretty well how financially 
sound the company is. I will know how subject it is to a business reces¬ 
sion by the nature of the business and the relative size of its inventory 
and cash position in comparison with its short-term liabilities.” Large 
investors, the Foundation survey confirmed, actually would like annual 
reports to give more details. Here are some which such investors asked 
for when interviewed in the survey: 

Description of management personnel, i.e., who runs the company 
Reconciliation of the surplus and reserve accounts 
Consolidated income statements and balance sheets going back 10 . 
years 

The company’s plans for getting more business during the coming 
year 

Appraisal of the competitive situation in the company’s field of 
activity 

The nature and size ol any hidden reserves 

Back history of the company’s earnings and dividends 

The amount of money spent in research 

How much of profits are due to increased inventory evaluation 

Complete exposure of expense items 

Details on contingent liabilities 

Programs and policies for the future 

Salary deals with executives 

Sales-cost breakdowns 

Bankers and financial analysts, along with investment counselors, biokcrs 
and other members of the financial community, are still more sophis¬ 
ticated in their consumption of corporation financial data. Here are 
some of the principal things this “public” would like to know about 

your company: 
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More information on total labor costs, wage rates, wage raises 
granted, negotiations with unions 

Comparative income-statement and balance-sheet figures for 2 to 10 
years back 

Better and more informative figures on reserves, depreciation reserves 
and inventories, and the methods used in calculating these items 

Total income broken down by source from which derived and use to 


which put 

Quarterly or monthly figures supplementing annual reports 
More information which will facilitate an approval of management 
Additional breakdowns of operating expense and of changes in total 
income prior to net earnings 
Expansion planned and completed, and costs thereof 
Reconciliation of figures reported in the annual report with those 
used in income-tax returns 

EmftloyeeSy as a rule, are interested most in facts which bear on job secu¬ 
rity. They especially want to hear about such things as expansion plans, 
new products and services, and prospects for next year—and they regard 
such facts as clues to job security rather than to company earnings or 
financial condition. If your plans include a special annual report to your 
employees, there are the items to be featured. 

I nions and union executives differ according to whether they are national 
or local in character. The local union officials have the same viewpoint 
as the rank-and-file employees, but national unions usually have trained 


labor economists and research directors who are as economically and 
financially sophisticated as the security analysts, brokers, and bank exec¬ 
utives. Their interest is in data which will serve their special viewpoint 
in collective bargaining, such as—• 

Wage breakdowns to show how much was paid to executives, super¬ 
visors, and employees who are not eligible for union membership 
Similar breakdowns according to bargaining units 
Complete cost breakdowns and inventory figures 
Data on depreciation and reserves 
Dividends paid to stockholders 


6. How to inform all five "publics' 

As this brief summary makes plain, the five major “publics** can be boiled 
down to two: (1) the financially unsophisticated, which would include the 
run-of-thc-minc shareholders, plus the employees and local union officials; 
and (2) the financially erudite large investors, bankers, analysts, etc., plus 
the large investors and the national union experts. The way to bridge the 
two groups, and serve them both well, is to prepare two annual reporting 
documents, as follows: 
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1. Send a simple, one-page statement to all stockholders and employees, 
preferably in the form of a letter from the president of the company, 
which would confine itself to the following points: 

Earnings 

Dividends 

General financial position 
The outlook for the company 

This letter, in order to meet stock exchange requirements, should he 
accompanied by a condensed income-and-surplus statement and a bal¬ 
ance sheet 

2. Prepare for distribution a full-scale annual report of a purely statistical 
nature. Include all the facts, figures, ratios, and other information 
which the large investors and financial experts require and which they 
now have to “dig up” laboriously from a multitude of sources. Make 
this second book—a true fact book or reference work—available on 
request, and include a note to that effect in simple form 

The following wording, tested by the Foundation, is offered as a guide in 
preparing the president’s letter: 

We made X dollars per share last year, as compared with T dollars the year before. 
We paid you Z dollars in dividends as against R dollars last year. The present prospects 
are that we will not do quite so well next year, but we think your dividend is probably 
safe if nothing unforeseen occurs. 

As companies in this field go, we are in a fairly strong financial position. We have 
no large outstanding debt, but we do not have the reserves to weather a good-sized 
recession without going into debt to do so. Our financial position has been improving 
the last two years, however, and two more years of good business should put us in A-l 
financial condition. 

We shall be glad to try and answer any specific questions about any phase of the 
business if you will write us. We publish a complete report for banks, insurance com¬ 
panies, and some of our larger investors. We shall be glad to send you one if you will 
fill out the enclosed postcard. But we do not wish to burden you with this document 
unless you want it. 

Follow these findings when preparing future annual reports for your com¬ 
pany, and you will have less to worry about in regard to stockholder rela¬ 
tions! 

7. Interim reports to stockholders and other contacts 

Never be content to communicate with shareholders only through the 
medium of the annual report. Make the most of other opportunities to tell 
them of company progress and what the management is doing. Interim 
financial statements serve this purpose well and are also helpful to new 
stockholders who were not “of record” at the time the previous annual report 
was mailed. Here are some other types of communication which may suit 
your purpose: 
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Newsletters and other publications, including research bulletins, employee 
publications, company house organs, etc. 

Reprints of speeches hv company officials 
Significant booklets and pamphlets 

Dividend inserts of various types, including descriptive folders about com¬ 
pany products, calendars, blotters, etc. 

Institutional advertising and publicity, the latter worded specifically for 
acceptance by financial editors of daily newspapers and the editors of 

general business magazines and newspapers 
Personalized letters to stockholders on matters of special importance, espe¬ 
cially issues which may come up lor handling at the next stockholders 

meeting 

Letters from the company president to all new shareholders, welcoming 
them to the group and enclosing a brochure about the firm and its 

policies 

Personal contact with stockholders, obtainable through regional meetings, 
plant visits, “open house” a flairs, etc. 

8. Making the most of the annual meeting 

In order to have a successful annual meeting (from the stockholder- 
relations point of view) you must plan and promote it well in advance and 
make every possible attempt to obtain a large attendance. Perfunctory notifi¬ 
cation is not enough: tell stockholders zvhy they should come; what they will 
derive from attending; who they will sec at the meeting, and how to get 
there with a minimum of olTort. Some companies even provide special trains 
and busses to take stockholders from nearby cities to their annual meetings. 
Here arc some other things to keep in mind : 

Prepare, distribute in advance, and adhere to a written agenda 
Allow time out for—or. better still, serve—refreshments or a light lunch 
Start the meeting on time 

Keep the ball rolling: never allow interest to lag 

Vary the presentation and the pace, by using films, demonstrations, and 
other such devices 

Streamline all possible reports, minutes of past meetings, etc. If you can, 
preprint such papers, and give each stockholder a copy to take home. 
Dispense with all reading, by resolution, so far as the legal counsel will 
allow 

Have a chairman who knows how to preside—one who has the “human 
touch” and can stimulate audience participation at the right times 
Avoid steamroller tactics, or any appearance of wanting the proceedings 
to be “cut and dried” 

Elicit questions, answering as many as you can. If some are unanswerable 
without research, promise to mail the reply to the questioner. If you 
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know the answer cannot be found, the best response is, “I don’t know. 
It would help us a great deal to know the answer to your question.” 
Incidentally, never talk down to the audience. Reversing the celebrated 
quip, if you give intelligent answers, you will receive intelligent questions 
Record the proceedings, and send copies of the transcription to all who 
attended—and to the other stockholders as well—after editing to delete 
repetitious and irrelevant details 

Whether it be in connection with the annual meeting, with the prepara¬ 
tion of the annual report, or with any other segment of the stockholder- 
relations program, remember that the more thought you put into this effort, 
the better will be the return. Feeding facts to shareholders is a habit which 
grows with the years, and the more you do it around the calendar, the better 
it will be for all concerned—the management included. 

9. Check list on stockholder relations 

I. What do stockholders really know about our company? Are we keeping 
them up to date on the following points: 

1. What kind of company is it? 

a. What it makes (if a manufacturing concern) 

b. What it sells (if a distributing concern) 

c. What it does (if it is a service company) 

d. Where its major installations are located 

e. Number of employees 
/. Number of executives 

g. Number of regular customers 

h. Number of stockholders 

i. Relative place in the industry 

By volume 
By capacity 
By capitalization 
By number of employees 
By number of stockholders 
By number of years in business 

2. Who runs the company? 

a. Officers and other top executives 

Who they are 
Where they came from 
How long with the concern 
Their stockholdings, if any 

b. The board of directors 

Who serves on the board? 

Background and present business connections of individual 
board members 
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c. Recent changes in managerial personnel 

d. The “who-why-what-where-when” of executive changes 

Earnings and dividends 

a. Growth in earnings and dividends over 25 years 

b. Dividend history over similar period 
t . Stock dividends, rights, etc. 

d. Company policy regarding write-ups, depreciation, intangibles, 
etc. 

c. Comparison with other companies in the industry 
Financial administration 

a. Sources of fixed capital 

b. Key ratios 

Current assets to current liabilities 

Capitalization—common to preferred; funded debt to surplus 

Sales to inventory 

Net income to total assets 

Net income to net worth 


i. 


1 . 


c. Financial statements 

Inventory condition and policies 
Production facts 

a. Improvements in productivity rate over significant period of 
years 

4 

b. New installations and equipment 

c. New methods employed 

d. Trends in operating costs 

c. Steps being taken to improve efficiency, reduce waste and unnec¬ 
essary overhead 
/. New products 
Employee relations 

a. Union status and new contract developments 

b. Employee benefits 

c. Pension plans 

d. Promotion policy 

e. Health and safety 


/. Suggestion system and awards 

o. Comparison with other companies in the industry 

Advertising and sales 

a. Why advertising is important 

b. Campaign reviews and forecasts 

c. Advertising goals and objectives 

d. Appropriations for advertising and promotion 

c. Mediums employed—newspapers, general magazines, trade pa¬ 
pers, radio, television, etc. 

/. Market data 
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g. How salesmen are selected and trained 

h. Relations with customers 

i. Sales plans and policies 

8. The research program 

a. History and achievements of the research department 

b. Research personnel and organization 

c. Appropriations and budgets 

d. Ratio of research expenditures to sales 

c. Research activities, if any, being carried on outside the depart¬ 
ment 

/. The company’s participation in joint research 

g. Ratio of basic to applied research 

h. Short-term and long-term objectives 

9. What does the company contribute to others? 

a. To the industry: 

Trade-association activities 

Displays and exhibits at conventions of allied organizations 
Cooperative advertising or research 

“Support” advertising in association-owned magazines, 
programs, etc. 

b. To the local community: 

Participation in local fund drives 

Lending property, equipment, and personnel for deserving 
activities 

Donations for charitable use 

Cooperation with churches, local organizations, service clubs, 
etc. 

Activity in local chamber of commerce or board of trade 
Compliance with local regulations, ordinances, and restrictions 
Other steps which demonstrate company’s sense of civic respon¬ 
sibility 

10. The business outlook 

a. Sales and earnings forecast 

b. Pertinent findings by government economists, banks, and others 

c. Probable effect of predicted developments on company’s sales, 
prices, earnings, production, etc. 

d. General business outlook 

e. Estimating and meeting competition 

From other industries 
From other companies in the industry 

II. How do we convey such information to our stockholders? 

1. By the printed word? 

a . Letters from the president 

b. Descriptive folders and dividend enclosures 
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r. Stockholder magazine's 
ri. Newsletters 

c. Announcements and minutes of stockholders meetings 
/. Institutional advertising and publicity 

2. Through meetings? 

(7. Annual meeting of stockholders 
b. Regional conferences of stockholders 

3. By personal contacts outside of meetings? 

a. Visits to stockholders’ homes and places of business 

b. Encouraging stockholders to visit the company’s headquarters 

and plants 
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HOW TO FIND THE BEST LOCATION 

FOR YOUR BUSINESS 


7. Pattern of the metropolitan district 

Location. Location is everything or nothing. It is the aspect of a site. In 
a positive sense it is labor, management, raw products, and finished goods: 
in a negative sense it is just a spot on the map. 

There is probably more sentimental rationalization concerning the location 
for a business than there is reasoning. The factors which make a location 
ideal for one business may or may not apply to another. 

In the retail trade, there has grown up a sort of patois used to describe 
location. One hears of “100 per cent locations” where large chain stores are 
located or prosperous department stores attract crowds and other stores bask 
in the reflected prosperity of the big advertising budgets of the center of 
attraction. For a good retail location, your business may be of the type that 
depends upon a large volume of small purchases and requires a 100 per cent 
location or one bordering on it. Other stores attract people to them by the 
special goods or services they have to offer. 

Another example may be seen in the case of Lane Bryant’s store in Brook¬ 
lyn, which is on a side street—a decidedly secondary location as compared 
with that of the large department stores one block away on busy Fulton 
Street. A pedestrian traffic count shows about ten persons on the side street 
for every 100 on Fulton Street. Now, if Fulton Street is a 100 per cent loca¬ 
tion (and there are a dozen good stores to prove it), then this would appear 
to be only a 10 per cent location. But further examination shows that 90 per 
cent of those who turn into the side street go to Lane Bryant’s store. This is 
a specialty store which essentially caters to oversize women and which has 
demonstrated in many cities that it does very well in a secondary location. 

Corners. The advantages of a corner location are stressed by many retail¬ 
ers. This location is compared with a site in the middle of the block and the 
advantage of the corner is called “corner influence.” This added value 
reflects in the land, and although the building may be designed to take 
advantage of it, the increment is to the land. Added value for a corner loca¬ 
tion may be 10 per cent or 50 per cent. There are many formulas and curves 
to chart the added value of comers compared with inside lots, depending 
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upon the corner. The added value fn. corner location is dependent upon 
the additional patronage which may be obtained by exploiting two streams of 
traffic rather than one, and it applies to the 20 or 25 feet on the corner. The 
20 or 25 feet adjoining the corner is called the “key” and the key influence 
is usually only 20 per cent of the corner influence. The weighing of the 
factors involved in this measurement is solely that of the trained real-estate 
appraiser who knows how to interpret earnings, capitalization, and com¬ 
parable sales. In general, it is well for the man inexperienced in real estate 
to calculate the corner-lot value as follows: (1) Determine the value of a 
typical inside lot of the same size on each of the two streets; (2) apply the 
unit values to the lot in question. 

Example. A 40- by 100-foot lot on Main Street is worth $40,000, and on 
the side street it is worth $10,000. 


40 by 100 ft. on Main St. 

100 ft. on side street at $250 per ft. would equal $25,000, but corner influence 

extends only 20 ft. or /i area of the lot. 

Key influence for the balance of the lot at 20 per cent of corner influence. . 

Total . 


$40,000 

12,500 

2,500 

$557000 


There are corners in all big cities which crowds pass like cattle in a chute 
and which offer little or no advantage, except for advertising, over inside 
locations, but again, for the retailer who depends upon a volume of trade, 
the corner location is important and often worth the added cost. Corner 
influence should be considered only in good retail locations. In secondary 
locations it has a declining influence in ratio to the general lack of retail 
desirability of the location. 

Other retail factors. There are many arguments as to the cast side of the 
street vs. the west and the north side vs. the south. The influence of these 
factors varies with the type of establishment and from one part of the 
country to another. In general, there is no rule for this, and each city must 
be examined bv itself. 

There are cases where a heavy flow of traffic discourages customers from 
crossing the street and makes for a concentrated retail section on one side of 
the street while the opposite side may become a secondary location. More 
often, however, locations in proximity to the large advertisers such as depart¬ 
ment stores are desirable for volume stores of the 5-and-10-cent type and 
specialty stores. In this case, being directly across the street from the large 
advertiser is often more desirable than being around the corner or farther 
down the block on the same side. Directly opposite R. H. Macy’s great store 
on 34th Street in New York is a better location for a specialty shop than on 
the same side in either of the adjoining blocks. Location on a block is often 
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important if the blocks are very long. Another factor of importance is a 

curve in the street, where the problem of visibility is of concern. An example 

is Little Fifth Avenue” in White Plains, N.Y., where Arnold Constable has 

a store on the outside of the curve and enjoys visibility from both directions 

while the inside of the curve is vacant land. If the climatic factors are such 

as to be reckoned with, then the sun and wind determine the natural trends 
of location. 


It is a good rule to look at the rents being paid bv other retailers as a 
guide. If, for example, a shoe store has a 20-year lease at a high rental, and 
other stores of national chain type have high rentals, the chances are that 
they enjoy a high retail volume and the business risk for a similar type busi¬ 
ness is reduced. At the same time, the venture of starting a service-type 
business or one which does not depend upon volume is risky, as this type 
of business seldom would pay the premium for 100 per cent location. 

Another guide is sidewalk pedestrian counts, which have a great bearing 
on volume retail trade, but have little influence upon the quality or so-called 
“carriage trade” type of enterprise. An analysis of traffic counts and pedes¬ 
trian counts as to the predominance of men or women has a more important 
bearing than mere numbers. 

Even the best of retail streets are affected by such “dead spots” as 

churches, libraries, monuments, and parks. The influence of St. Patrick’s 

Cathedral is not so noticeable on New York’s Fifth Avenue as is the influence 

of St. Thomas Church, a few blocks to the north, where the volume of trade 

on the opposite side of the avenue is higher than that enjoyed by the shops 

on either side of the church. In the first instance, Rockefeller Center more 

than offsets the influence of the Cathedral, while in the second instance, 
there is no such compensating factor. 9 

Experience has shown that there are certain physical features about retail 
space that are desirable and other features that are undesirable. Base¬ 
ments are important, as they provide the ideal space for excess inventory, 
packaging, and shipping, and often may be used to supplement the regular 
display space during busy seasons. Good basement display space for which 
adequate stairs are provided is generally considered superior to second-floor 
space for retail purposes. 

Mezzanine space is desirable for office work and sales space, but for the 
latter it should be at least 9 feet high and have the same clearance height, in 
order to provide adequate lighting. This added height tends to create awk¬ 
ward space in shallow stores, but it is desirable in stores of sufficient depth 
to offer attractive display space. It is difficult to display small objects in 2 

store 19 feet high, but the same space may be ideal for furniture, antiques^ 
rugs, cars, or other large objects. * 
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Another important aspect of stores is that they should be neat, not gaudy, 
'jlear signs— single-color or clear white neon lighting—against the facade are 

ar superior to hanging signs or multicolor Hashing signs. 

Transition areas. When a section of a city is known as a “transition area, 
it should be regarded bv the prospective tenant or purchaser with a very 
jaundiced eye. The term usually refers to a section which has been jumped 
over in the development of the city pattern or an area of the city which has 
been left behind in the city growth. It is characterized bv marginal industry 
and retail and wholesale trade whic h does not depend upon either sidewalk 
nr vehicle traffic for customers. The used-car. used-furniture, office-fixture, 
hotel-supply and similar forms of enterprise that inhabit such a section are 
necessary for each city, but are not characteristic of good downtown estab¬ 
lished locations. These arc- frequently very profitable business firms, and if 
the merchandising is aggressive, customers may be attracted in spite of the 
location, but generally the firms must go out after the customers. 

It is the direction that the transition is taking that is important. Many 
downtown core areas now tenanted with first-class retail establishments are 
actually dving because of the competition caused by outlying sections which 
can attract the- vehicle-home trade while the central section, which cannot 
provide adequate parking, cannot serve its customers. In this case, the 
downtown area is in transition from a profitable retail section and the out¬ 
lying area is in transition toward becoming a good retail section. The Cham¬ 
ber of Commerce of the United States, in its report "Making Better Use of 

Today’s Streets,” says: 

Decentralization is regarded as bad when it readies the stage where cstabli*^ 
town businesses and property begin to suffer losses which if continued cause rentals to 

drop, stores to close or move, and buildings to be neglected. 

Secondary locations. There are a great many business enterprises which 
need not be located in a high-volume business section and for which the cost 
of occupancy in such locations would be prohibitive. Home outfitters who 
have large inventories, food stores including supermarkets, chain stores ol 
the Sears. Roebuck type, and many of the service businesses arc found in 
secondary locations. Food stores are the cornerstone of such locations. About 
28 per cent of all retail dollars go into food, and a corresponding volume is 

“cllcctcd in wholesale. . 

It has been the experience of the fast-growing Safeway Stores chain m a 

ity in which it is established that when they open one of their large super- 

narkets they are able to close three or four of their older retail outlets. 

Vhile the other stores were central and depended upon pedestrian cus- 

omers, the newer stores are in secondary locations and depend upon vehicle- 

lorne customers. The effect of the trend to supermarkets, larger per-rustomcr 
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purchases, and more rapid turnover of inventory is the more intensive use 

secondary locations. 

Parking area requires large plottage, which is just as important as the 
actual retail spare. I hr Urban Land Institute examined a great many shop¬ 
ping centers in peripheral locations and found that the ratio of 2 to 3 square 
feet of parking space per square foot of retail space prevailed. The newest 
shopping centers of this type are now being designed with 4 or more square 
feet of parking space per square foot of retail space. Factors which have a 
bearing upon the ratio arc many, and it is dangerous to rely upon a rule of 
thumb. For years there was a standard rule that 200 square feet of space 
per car was sufficient, but this no longer may be taken for granted. The 
postwar car doors arc larger, requiring greater aisle space; and longer ovci- 
hang in the front and rear require greater turning radius. The figure is 
probably closer to 250 square feet per car than 200. While supermarkets put 
customers through their turnstiles rapidly, restaurants, barbers, hairdressers, 
dentists, and dress shops are very much slower, with a consequent greater 
number of car hours per square foot of parking space. 

This retail trend has been called “decentralization.” It is not limited to 
shopping centers where an over-all plan exists for the use of common facili¬ 
ties by many tenants, but is also found among independently owned retail 
outlets. 

Combination retail and manufacturing—or retail, wholesale, and manu¬ 
facturing—businesses are often found in secondary locations. Likewise bank¬ 
ing facilities are usually adequate. When they are not, something is wrong. 

It is here that the prospective owner or tenant should carefully regard the 
real-estate situation. He should look at the vacant plots and determine 
whether a building can be created to his specifications at less cost to him than 
the cost of renting an existing structure. Another factor is the proximity of 
steadily employed wage earners as a backlog for any business enterprise 
which may be undertaken. When this factor is favorable, it may be found 
that the location is a good one for his own labor as well as the customers- 
when this factor is unfavorable, the contrary is likely to be the case. 

It has been taken for granted for many years that 10 shops in a cluster 
could be supported by 500 families, and above the 10 basic shops of a neigh¬ 
borhood group, one shop for each 100 families. Such rules are not reliable, 
but should be considered as a very rough approximation. Likewise, the 
method of allowing for 65 to 75 linear feet of store front per 100 persons. 
The reason for the lack of accuracy of these methods is that they apply to 
an urban area and not to any specific subsection thereof. Studies of the 
Urban Land Institute (“Community Builders Handbook”) show that “the 
number of tributary families times their normal yearly expenditures for 
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various items will provide a guide to the approximate sales volume which 
may be expected.” The Institute goes on to state: 

This kind of study is adapted to individual projects and can be further 
refined and extended with the availability of additional local data. David 
Bohannon has used a detailed form of this method in evaluating a shopping- 
center location which he is developing and which illustrates the kind of survey 
warranted in the larger center. The economic aspects of the survey were 
prepared by McConnell’s Economic Surveys and cover the following items: 

Determination of the economic trading area tributary to the shopping 
center 

Present population, families, and purchasing power for— 

The entire county 

The trading area 

Ratio of trading area to county 

Population, families, and purchasing power for the trading area estimated 
for the current year 

Annual purchasing power after deducting other expenditures of 
Federal taxes 

Automobile transportation costs 
Mortgages and rentals 
Local taxes 

Insurance, savings, etc. 

Retail sales in other centers within the economic area 
Deducting these six items from the gross purchasing power leaves the 

commodity dollars spent elsewhere 
Analysis of competitive retail shopping areas 

Analysis of the proposed shopping center regarding type of stores and the 
priority of their establishment in the center 

An item of interest is the stress which has been laid on provision for park¬ 
ing. The center as now designed provides for all the automobiles in the 
tributary area to park on the average of three times a week, assuming a 
5-hour shopping day. This is considered a nearly ideal provision. 

2. Price that a business can afford 

The cost of occupancy is the primary limiting factor, and the determina¬ 
tion of just what a business should pay for its rent or ownership is always a 
matter of debate. It depends in great part on the character of the business 
_whether it is retail, wholesale, industrial, or of the service and professional 

type. 

Retail — commercial . In the case of retail establishments, the following 
table of experience shows what the average rental of space has been found 
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to ho (i.e., this may be takon as what theso businesses ean afford to pay for 
rent) in terms of percentage of gross sales: 


Type of business * 

Amusement parks. 

Antiques . 

Art and gift shops. 

Auto accessories . 

Auto agencies’ used cars. 

Auto-parking lot. 

Auto parts. 

Bakeries. 

Barber shops. 

Beauty shops . 

Books, second-hand. 

Books and stationery . 

Bowling alleys and poolrooms. 

Business schools. 

Bus terminals . 

Cameras and supplies (see Photographers) 

Candy and nuts . 

Children’s and infants’ wear. 

China and glassware. 

Cigars, cigarettes, and tobacco. 

Cigars, cigarettes, and tobacco with luncheonette and fountain 

Cleaning and dyeing. 

Clothing . 

Cocktail lounges (see Taverns) . 

Cosmetics . 

Cutlery stores . 

Delicatessen and dairy products. 

Dental supplies. 

Department stores: 

$500,000 to $1,000,000 . 

Over $1,000,000 . 

Department stores, men’s. 

Department stores, women’s. 

Drugs. 

Drugs, prescription. 

Electrical goods . 

Engineering and architectural supplies. 

Five-and-ten or 25-cents-to-$2 stores. 

Fish and seafood markets. 

Floor coverings (see Rugs, domestic and floor coverings) 

Florists. 

Fruit and vegetable stores. 

Fruit juices. 

Furniture. 

Furs . 

Garages (storage, wash, gas, oil) . 


Range, per cent 

4 

5 to 10 

6 to 12 

1 to 10 

2 to 4 
50 

1 

2 to 9 
15 

10 to 20 
1 2 to 15 

5 to 1 2 
10 to 12 
12 to 12.5 

5 to 7 

8 to 15 

4 to 10 

6 to 8 

2 to 10 
8 

8 to 10 

5 to 8 
8 to 10 

10 to 12 

7.5 

5 to 7 
5 

3 

1.5 to 3 
3 to 5 

5 to 8 

3 to 10 
8 to 15 

5 to 7 
12 to 5 

4 to 8 

6 

6 to 12 
3 to 15 
10 

2 to 8 
6 to 12 
40 to 45 


* This table is based upon one prepared by the National Institute of Real Estate 
Brokers, associated with the National Association of Real Estate Boards, and is modified 
by other data and the author’s experience. 
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Type of bu'inss Rouge, per cent 

~ ^ 4 . 1 l A cents a gal 

Gas stations. 1 to 4 

Gro( rrv stores, chain . 

2 to o 

Grocery stores, ordinary. 

, 3 to 8 

Health foods. 

Hosiery, lingerie, and gloves (see Women’s wearing apparel) 

,, . , 20 to 40 

Household appliances and radios. , 

Ice-cream stores . 

Interior decorating and home furnishings. 

Jewelry, costume. r !° In 

Leather goods . ' 

, • . 6 to 15 

Liquor stores. ‘ to 

Markets (super) . to * 

Meat markets . tC> 

Men’s clothing . to 

Men’s furnishings. ’ to 

Men’s hats . ? to 2.5 

Men’s shoes . ‘ to 

Men’s tailors. *° 

Motion pictures . t( * 

Musical instruments. i ^ ° 

Music department in department stores. 

Office appliances. 

Opticians, optometrists, and optical stores. 8 to 20 

Paint and wallpaper supplies. 1 l ° 

Parking lots. « to 60 

Pens, cards, and specialties. o to tu 

Pets . ; 

Photographers. r !° 0 

Pianos and musical instruments . 0 to 1 U 

Poolrooms (see also Bowling alleys and poolrooms) .. 10 

Radios (see also Household appliances and radios, Pianos and musical 

instruments) . a ft 

Radios and electrical appliances. ~ to 8 

Radios and records . b 

Records (see Radios and records) 

Restaurants . ^ 1 

Cafeterias ... * to ® 

Luncheonettes, lunchrooms, and soda fountains. 6 to H 

r . 5 to 10 

Rugs, domestic and floor coverings. ® 

Rugs, Oriental . ^ to 

Seeds . ' 

Shoe repairing . ^ to 

Shoes (see also Men’s shoes. Women’s shoes) . 5 to H» 

Shoes, orthopedic. ® 

Silverware . ® to _ 

Specialty stores (nonadvertising) . /to 

Sporting goods . £ 

Stationery (see also Books and stationery) . 810 1U 

Surgical supplies. ® 
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Type of business Range, per cent 

Tailors (see Men’s tailors) 

Taverns (see also Cocktail lounges) . 6 to 10 

Theaters (see Motion pictures) 


I obacco (see Cigars, cigarettes, and tobacco) 

' i - ' 


Trunks and leather goods. b to 10 

Watch repairs. oq 

Women’s wearing apparel: 

Cotton wear . 7 to jq 

Dresses, suits, coats . \ to 9 

Popular price . 5 to 7 

Higher price. 6 to 8 

With millinery, hosiery . 6 to 8 

Foundation garments. 8 

Furnishings . b to 10 

Hosier >' . 6 to 10 

Millinery . I 0 to 1 5 

Popular price. 8 to 20 

Higher price . 10 to 15 

Shoes . b to 10 

Popular price. 5 to 8 

Higher price. b to 10 


Wholesale. Most wholesale establishments handling food have found that 
to be competitive they must take merchandise in lots, break them up into 
components, store them, assemble them into orders, and load them on out¬ 
going vehicles for a total cost of under 5 per cent to the retailer. In many 
instances, this has been reduced to 3.5 per cent. Of this total, that portion 
which is the cost of occupancy is usually less than one-quarter and often 
closer to one-tenth. 

The greatest advance in planning for the most efficient use of space has 
taken place in the wholesale and warehousing fields. Not long ago, when 
labor was getting 50 or 60 cents an hour, any old building would do; but 
today with labor getting at least twice and usually three times that figure and 
still capable of manually moving only 6 tons per day, efficient space, mechan¬ 
ical lifts, and other aids mean good use of real estate. Here, location be¬ 
comes increasingly important, and analysis of ton-miles of haul to serve 
customers is indicated as well as thoroughgoing study of transportation. 

The wholesale business is the distribution business, and its use of real 
estate is limited to the means of distribution (or transportation). For thh 
purpose all means of transportation are important. Good sites with rail anti 
highway locations zoned for industrial use are hard to find in many cities, 
and rail, highway, and water transportation is even more difficult to obtain. 

In New York City so much of the good waterfront property has been 
diverted to highway use, housing, or public use that its great mercantile 
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position is endangered. This is true because of the fact that in New York the 
rail freight is practically all floated on car lighters so that rail and water arc 

largely synonymous. 

Establishing truck by-pass routes so that truck, truck-trailer, trailer, and 
semitrailer vehicles are excluded from central business districts has been the 
rule in many cities. In order to enable its streets to carry more business traf¬ 
fic, Dallas recently prohibited parking on four principal downtown streets 
between 4:30 and 6:00 p.m. Results have been so satisfactory that the ban 
will be applied to additional streets. On one artery, curb parking is not 
permitted in the morning on the inbound side, and in the afternoon on the 

outbound. 1 

Location of a wholesale establishment must be such as to serve the majority 
of its customers in an economical manner with the greatest efficiency. Re¬ 
cently, Manhattan Grocery Co., the largest grocery cooperative in New 
York, called in a firm of realtors to find the best location for a new ware¬ 
house. The site that was finally selected is very close to the theoretical center 
of population of the city as a whole. It is on an excellent rail line and is 
connected with the main arterial truck routes serving the entire metro¬ 
politan area. This cooperative is owned by the four hundred or more inde¬ 
pendent grocers, who, in order to compete with the chain stores, must be 
very efficient. Thus one progressive wholesaler met the location problem 
and solved it. 

But to deliver the goods to the retailer, the wholesaler must be able to 
unload. 

In most cities the problem has to be met at the curb, and that s where the trouble 
begins. The natural practice in downtown sections is to start unloading merchandise 
slightly in advance of the morning peak traffic load. By rush-hour time, the curbs arc 
nicely lined with trucks. One answer which has obvious drawbacks is to require loading 
or unloading at night or in early morning in advance of the rush hour. 

Control of truck loading and unloading is an important feature of a traffic “speed-up 
program in Philadelphia, where all streets in the downtown district are one-way except 
three. Except on two one-way streets, loading or unloading may be done at any time 
on the right-hand side, but on the left side, it’s another story. On the left, no stop¬ 
ping at all of passenger cars is permitted at any time and a truck may not load or 
unload unless a special permit is obtained. 

Permits are granted only for off-peak hours when the load is of such a nature that 
it is impractical to carry the load across the street. The minute the load is dropped, 
the truck must be moved to the right-hand side of the street, even to get delivery 
receipts signed. 

On Chestnut Street, which is inbound, no loading or unloading is permitted on 
cither side during the morning rush hour, and on outbound Walnut Street no stops arc 
allowed during the afternoon rush hour. 

In some cities it is possible to meet trucking needs in a relatively easy manner. For 

1 Chamber of Commerce of the United States, in its report “Banning Parking at 
Rush Hours.” 
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rxample in Hickory, N. C., one of the principal business streets is paralleled bv a 
moderately wtde street which is actually a sort of glorified alley. Bv city ordinance the 

done Tn th^T / C T 131 " S ' rCC ‘ are rpf l ulrcd to have aH loading and unloading 
front entra e hi F °™ er,y > of the fading operations were performed at the 

customers '"’1 the flow of traffic and usurping space for curb parking of 

Curb loading zones are coming into more common use. Typical of these are those 
recently installed in Mansfield, Ohio. Congestion caused by a mixture of trucks and 
passenger cais, looking for places to park or unload, was particular^ annoying on one 

a half d t re l P iS permitted - Curb fading zones, providing for unloading 

a half dozen trucks at a time, were established on each side of the street. Some 70 
trucks a day are unloaded with little bother to traffic. 2 


Unless and until the wholesaler is able to locate where he can receive the 
goods, sort, store, assemble, ship, and deliver, he is not performing the func¬ 
tion for which he is paid and he will fail. Location, for the wholesaler, is a 
factor of the highest importance. This involves an understanding of a city 
as a whole and the wholesale trade, perhaps more than any other, is depen¬ 
dent upon the entire metropolitan area. Arthur M. Weimer and Homer 
Hoyt in their classic Principles of Urban Real Estate approach the problem 
of such a study in a practical manner: 


One method for collecting the necessary information is by the use of “dynamic” or 

ume-lnterval maps. A photograph or a map of a city at a given moment of time fails 

to show the dynamic character of the city’s growth. Several photographs taken at 

different time intervals or several maps for different periods reveal the processes of 

change Thus, if the location of a certain type of area has changed from one period 

to another, it is possible to determine the direction and speed with which such move- 
ments have occurred by using devices of this type. 

CeneraHy speaking, a period covering at least the past 25 years should be studied 
If poss |ble such anaiyses^hould be carried back to the turn of the century, and should 

S dU «?u a deS 1 Cr T t,0n ° f the Clty aS 11 existed then - Another detailed description 
should be worked out for a period around 1918 or 1920. These periods arc suggested 

because they represent well-marked stages of city development and the specific dates 

are usually well fixed in people’s minds: 1900 by association with the turn of the 

w nt " r> ’* nd i 918 ° r 1920 With conditions as th ^y existed at the end of the First 
World War. These situations should then be compared with current conditions 

If it is possible to undertake careful and intensive research, specific information can 
be secured from such sources as the Sanborn Insurance Maps, which show locations 
ot individual structures m many cities for periods as far back as the 1880’s Also valu 
able assistance can be secured from the United States quadrangular survey ’maps 
which provide similar information. Older maps of cities can frequently be found that 
provide valuable data. City histories and old newspaper files often include accounts 
of the development of particular areas. 

Regardless of the plan of attack adopted, at least two maps should be prepared one 
of which will indicate the areas occupied by (1 ) factories and heavy industries ’ and 
(2) those occupied by distinct racial, national, or low-income groups in 1900 1920 
and at the present time. The second map should indicate the boundaries of the chief 
central and outlying shopping or commercial areas, as well as the boundaries of the 
most fashionable residential areas for each of these periods. 

2 Chamber of Commerce of the United States, in its report “Truck Unloading Poses 
Problems.” 
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These maps ran then be combined into three maps, one oT which will show condi- 
tjons as they existed in 1900. another in H20, and the third a, the present time. From 
these three maps a reasonable accurate picture ran be secured of the major move 
men's affecting the high-grade neighborhoods, the low-rent areas, specal raetal nr 

national croups, industrial sections, and commercial districts. , . 

Such general maps should then be compared with maps showing the development 
of the internal transportation system of the city. Maps showing the transportation 
“ stem a. various periods of time can usuallv be secured from the city offices or from 
the offices of those who are in charge of the transportation system. Similarly, compan¬ 
ions should be made with existing zoning maps which indicate the restrictions applying 

'° Whcn^th^movemcnts indicated by the maps have been studied and analyzed the 
dvnamic forces of city expansion and the probable future structure of the city should 
become apparent. It is generally possible to assume that existing uses will expand out¬ 
ward in the same sector and that the trend of past development will be continued into 
the future, unless important and powerful forces arc in existence or are likely 
develop which will tend to cause a reversal of such trends. 

Industrial. Industrial space docs not fluctuate to the extent that is char¬ 
acteristic of other real estate. An example of this is shown by the statistics 
of occupancy of loft buildings in New York City which, in the 20-year period 
1029 to 1949. averaged about 90 per cent occupancy with a low of one yeai 
at 80 per cent. This mav be compared with office-building occupancy, which 
during the same period averaged about 85 per cent and showed 5 years of 

occupancy below 80 per cent. 

Manufacturers seeking industrial space will always find outmoded space 
available in any city, for the excellent reason that unless the space is efficient 
for general use, the chances are that it will not he good enough for a new 

business except at very low cost of occupancy. . 

There is no rule of thumb for the cost of occupancy of industrial space. A 

concern with excellent credit, good standing, and proven experience may be 

able to occupy quarters on a basis of as low as fi'/z per cent of the book 

value, plus real-estate taxes, maintenance, and repairs. This is the leaseback 

technique, and in industrial real estate this method is available only to the 

strongest concerns. 

When a city or group of adjacent cities arc dependent upon a concentra¬ 
tion of one specific type of manufacturing endeavor, it is similar to having 
one large manufacturer which dominates the area. Roth cases are an element 
of danger, for a single-industry community may he dominated, for good or 
evil, by a few labor leaders or a handful of the most prominent businessmen 
or both. Then too, the demand for the products manufactured is the con¬ 
trolling item in the economic life of the area. This demand may be altered 
by a technological improvement or a new product which is made elsew ere. 

Long-range trends in industry have a great deal to do with this, an e 
vast quantities of vacant industrial space in such cities as New Bedfo an 
Fall River, Mass., after the cotton industry moved south, are testimony to 
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the inability of a city to absorb its vacant space when it is placed upon the 
market in large quantities. Such cities often offer the greatest opportunity 
to a young industry as the whole community will go out of its way to make 
conditions favorable. Such conditions are known to the various state indus¬ 
trial boards and industrial departments of railroads. 


From the standpoint of future effects on real estate values it is important to deter¬ 
mine whether the industries located in a city will remain, advance in importance, 
decline, or move to another location. Among the factors that tie an industry to a city 
• * * . _ » _ capital investments in new and modern machinery, the 

availability of a large body of skilled labor, favorable freight rates, convenient access to 
raw materials, proximity to markets, favorable attitudes of local community leaders, 
and low taxes. In addition, it is important to determine whether anv new industries 
are likely to move into a city. The above factors will also have a bearing on such 
probable developments. 3 


In the past manufacturing was characteristic of the section of our cities 
surrounding the central business district. This section, in turn, was sur- 

* J 

lounded by the industrial workers’ dwellings. In our older cities these indus¬ 
trial sections, subdivided between the downtown core area and the slums, 
still exist. It is here that the multiple-story lofts arc found. Many of the 
heavier industries have moved out of these buildings, leaving them for the 
lighter manufacturing processes. The result of this is that there is developed 
a transition in which the lighter and more numerous small industries have 
displaced the heavier industries and the latter have moved on to a peripheral 
location. 

Industrial plants cannot spend a great deal for land, and they need a 
greater area than is generally realized. Rail lines are usually important, but 
also the trailer-truck must be accommodated. The cars of employees, execu¬ 
tives, salesmen, and visitors all must be accommodated in today’s factory 
grounds, as well as the loading platforms and a place for trailers awaiting 
unloading, loading, or pickup. Add to this a one-story or. at most, two-story 
plant, and the land-use ratio (ratio of total land area to manufacturing 
space) becomes more like that of a shopping center than like one of the old 
factories. 

Service-type business and professional. These are the users of office space, 
and although a laboratory or servicing shop may be required, it usually is 
found as an adjunct to the office if the space is small or in another part of 
the city if the space required is substantial. Cost of occupancy in office build¬ 
ings is usually rent, light, and amortization of furnishings, partitions, and 
decorating over the period of the lease. Heat, cleaning, and service are 
usually provided by the landlord. 


3 Arthur M. Wciiner and Homer Hoyt, Principles of Urban Real Estate, under 
“Competitive Advantage of the Location.” Rev. ed., Ronald Press Company New 
York, 1948. 
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Second-floor space for offices in the smaller cities is desirable use of real 
estate. Such space in shopping centers in the periphery of larger cities is 
also desirable, but in cither case care should be exercised to make sure that 
the approach to the space is attractive. Too often the stairs are steep, dark, 
and narrow when they should be easy to climb, with landings, well lighted, 

and at least 5 feet wide. 

Because the cost of occupancy must be a minor part of the total costs of 
professional practice for doctors, architects, engineers, and accountants, very 
efficient use of the space occupied tends to keep this portion of the cost to 
a minimum. For reasons best known to themselves, this does not appear to 
he the case with lawyers. Doctors, for example, usually have regular office 
hours, and. therefore, while one doctor is out, an associate may use his 
office, examining rooms, waiting room, and other facilities. Often these 
doctors will rent the same space and thus use it for 60 or 70 hours a week 
instead of 40. Architects, engineers, and accountants use facilities in com¬ 
mon to a lesser extent, but they too achieve a flexibility by making use of the 
space of associates. These factors tend to make the rent of professional 
space rather high on a square-foot basis, but low per individual, lawyer 

excepted. . 

The service-type business includes a great number of businesses. The 

advertising firm, real-estate office, or insurance business is characteristic of 
others of the same type. They arc primarily .sales offices out of which sales¬ 
men operate and in which policy meetings arc held and detailed work 
prepared. Any building in a central location adjacent to transportation lines 
may house such a business, but the more efficient the space the better it is. 
Rent, or cost oT occupancy, is usually a higher proportion of total cost than 
is the case with'users of professional space. A rule of thumb indicates that 
such users of office space pay from 3 to 8 per cent of total costs for cost 

of occupancy. 

In choosing a location for office space, certain considerations other than 
cost are important. In the first place, a clean, neat building in a good setting 
will always be reasonably well filled at high rents, as compared with the same 
building in a declining section. The physical characteristics of a building 
are important. In order to be adaptable for the many uses to which office 
space may he put, flexibility as to electric outlets, plumbing extensions, and 
other facilities is required. A stock-exchange house, for example, may require 
20,000 square feet of space, of which 19,000 square feet may be in two large 
open spaces and 1,000 squaie feet may be divided into ten or more offices. 
Law offices, on the other hand, require many small offices. 

Office-building occupancy is a good index of business activity. Here, more 
than in any other type of business space, the law of supply and demand 
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works freely and the competitive demand for office space controls the cost 
of occupancy. 

3, Public controls 

State and local ordinances . The law of supply and demand in free com¬ 
petition regulates the use of all business, including real estate, but in addi¬ 
tion, real property is subject to public controls. These controls are some¬ 
times obvious, such as zoning regulations. In some cases they are not so 
apparent, as is the case of state labor laws which may permit one business 
to use a building but would make it very costly for another. 

Zoning and restrictions are closely allied. 

Zoning is a comprehensive mapping out of city land use, and restrictions, in relation 
to the residential areas, are its refinements. 

Restrictions stabilize environment—and also stabilise conditions. Values are thus 
maintained. Zoning is designed to attain the same objective—the stabilization of land 
value throughout the city as a whole, which is of great public benefit. 

But in order to be effective, a zoning ordinance must be just to property interests— 
not an uncompromising carrying out of abstract principles, but an intelligent adjust¬ 
ment to the many considerations and forces which enter into its making. In short a 

zoning ordinance must be workable, it must be practical, it must be rational and’ it 
must be flexible. 4 

Most cities have zoning acts, which derive their authority from the police 
powers of the community. Zoning is a device to enforce the planning con¬ 
cept of the city, town, or county. There is an increasing tendency to 
coordinate local area plans into a master or regional system. The plan is 
more important to a buyer or a business about to undertake a long-term lease 
than is the zoning ordinance, for if and when the long-term plan is imple¬ 
mented the character of the location may change and the zoning accord¬ 
ingly. 

To assert or assume that zoning has failed is to admit one’s lack of knowledge of its 
objectives and achievements. Since the inception of modern zoning in New York City 
some thirty years ago, all but one (Houston, Tex.) of the 36 cities with a population 
of 250,000 or more have adopted zoning ordinances, and only four of the 87 cities 
over 100,000 remain unzoned. Among the communities ranging from a few hundred 
to 100,000 population, more than one thousand have also availed themselves of this 
new form of municipal control. 

Certainly such rapid and widespread acceptance of this new principle of “property 
insurance” in itself proves something, and to anyone possessing an acquaintance with 
urban problems, it means that zoning has filled a real and long-felt need in protecting 
and directing the orderly development of our urban areas. Significant, too, is the fact 
that few, if any, carefully prepared zoning ordinances have ever been abolished. 

It is important to realize that the many ordinances now in operation were applied 
to communities already largely built up, sizable portions of which, through the years 
of uncontrolled development, had suffered various degrees of blight. In fact certain 
large sections had become so thoroughly deteriorated it was obvious that the only hope 

4 Urban Land , January, 1948. 
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for rehabilitation would br through some form of urban redevelopment, which prin¬ 
ciple, fortunately, has been receiving attention in recent years. In many older more 
homogeneous areas, which might have been protected and improved under early zon¬ 
ing, political pressure by speculative interests and those who thought municipal growth 
had no bounds was too great, and consequently the zoning was made much too liberal 

to be of real value. 

Among the more conspicuous examples of laxity in the early ordinances was, and 
still is the vast and unwarranted overzoning for business along main thoroughfares— 
again the product of false hopes and insistent demands of uninformed or avaricious 
property owners. The fallacy of this early error is becoming more glaring with the 
passing of time, and a number of cities, notably Milwaukee and Los Angeles, have 
already made substantial reductions in commercial zoning along thoroughfares where 
long experience and conclusive facts indicated clearly that the property could never he 
absorbed for that purpose. Cities are slowly realizing that such thoroughfares are des¬ 
tined to become “ribbon slums" if not needed for business, as no well-informed loan 
company will risk financing residential buildings in such areas. How unfortunate it is 
that the main thoroughfares which are used and seen daily bv a vast portion of the 
local population, as well as by. visitors, arc in the main a depressing hodgepodge of 
dilapidated structures! Quite naturally the above conditions do create in the minds of 
many the erroneous impression that zoning has failed, whereas in fact, it has never 
been given a fair chance to succeed. 

The prineiple of zoning has not failed; rather the failure has been the unwillingness 
of a few to recognize that the attainment of wholesome community development 
requires conformity with an over-all plan to achieve “the greatest good for the greatest 
number.” What is actually needed is the strengthening of, and stricter adherence to, 
zoning regulations. The value of zoning is in the stability it affords, and if it is to 
produce satisfactory results, frequent piecemeal and promiscuous changes must cease. 
It is also time to realize that “free enterprise” carries with it the responsibility^of 
providing better living conditions for all, as well as opportunity for individual gain. 


Zoning usually is limited to regulation of the use to which real estate may 
be put, of the height and area of buildings, and occasionally of population 
density. As a rule, a business which exists in a district zoned for other ust 
is there because it was in being prior to the zoning act and it may remain 
as a “nonconforming” use, but once it ceases to operate, zoning restrictions 

usually take over. 

Building codes. Building codes arc supposed to be based upon the concept 
of the community police power to ensure public safety. Specifications as to 
the quality of construction and the strength of materials are primary con¬ 
siderations, as are plumbing and electrical codes. The importance of these 
regulations to a new business lies in the naive assumption on the part of too 
many people that any building may be altered to be adapted to the use for 
which it is intended. Too often the building code which permits a building 
to exist in a substandard condition will require that it be almost completely 
rebuilt if any attempt is made to alter it. Also many types of alteration arc 
not possible under local codes. 


5 Urban Land in its report, “Has Zoning Been a 
Growth of Our Cities?” November, 1947. 
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Building codes are an important phase of public regulation in the real-estate field, 
since they provide protection of a type which the individual citizen cannot secure in 
any other way. However, they are subject to various criticisms. The most difficult 
problem is that of enforcement, since regulations are evaded in many cities. In addi¬ 
tion, they frequently establish requirements which add unnecessarily to the cost of 
construction. Many of the control measures are unduly complicated and deal with 
details rather than fundamentals. Frequently they establish requirements which give 
monopolistic advantages to certain manufacturers, who alone can provide specific 
types of materials. Sometimes they “make work” for certain building trades. Often 
they tend to prevent progress since new materials, while not conforming exactly to 
requirements, are often entirely capable of meeting any demands made on them. Many 
similar criticisms could be directed against plumbing codes. 6 

There has been a recent large-scale attempt to standardize and simplify 
building codes and to correct archaic restrictions, but in many parts of this 
country there are building codes which prohibit the use of new materials and 
techniques of construction. 

Health, labor, police, fire, and other regulations. There are all kinds of 
regulations, depending upon the complexity of the city. In some cities, there 
are no regulations as to the number of persons who may be employed in a 
given space; in others, this is delineated. Many state laws control the num¬ 
ber of employees per toilet fixture. Safety measures require sprinkler systems 
in buildings of certain types used for certain purposes. Still other regulations 
require special fire or police permits for certain types of manufacturing. 

These regulations are particularly important in industrial operations. 
Some types of industrial buildings are built for the special use of their 
owners, and the buildings are not adaptable for general use. This is particu¬ 
larly true of the heavy-industry plants, which are usually of special design. 
This includes steel mills, building-material factories, glass works, breweries, 
public utilities, chemical plants, and ice plants. When these appear on the 
market it is only because they have become surplus property. The adaptation 
of such plants to other use is most unusual. 

Other properties which are more adaptable to general use or industrial 
plants which were built for multiple industrial use are subject to an endless 
list of regulations, different in each city, ranging from elevator-load require¬ 
ments to fire-door controls and from types of sprinklers to materials for stair 
treads. 

The regulations for places of public assembly are particularly stiff. De¬ 
partment stores have to meet different rules than do ordinary street-floor 
stores. 

In New York City the regulations governing the use of occupancy of prop¬ 
erty is contained in four volumes, while in some cities only the state labor and 
health laws need be observed. 

° Weiner and Hoyt, op. cit. t under “Building Codes.” 
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For a business seeking a location, a good local architect who understands 
the application of local laws and “ground rules” is essential. 

4. Special considerations 

Location in relation to customers. This is of primary importance to retailers 
and diminishes in importance to the extent that the business in question 
can go out to its customers. 

Here is where the decision must he made as to whether the business should 
hr* located in a downtown core area or in a satellite location. In other words, 
will it rely upon the large volume of daily pedestrian traffic or upon the 
suburban vehicle-borne customers? Two considerations which have been pre¬ 
viously discussed, the pattern of the metropolitan district and the character 

of the business, should be reviewed. 

Chain stores, because of their excellent credit, large central purchasing, 
low overhead per sale, and diversification, arc different from independent 
retail outlets, but they arc an excellent illustration of location in relation to 
customers. Chain stores are as different from each other as arc the inde¬ 
pendents and the location needs are likewise different. Most chain stores 
want to be in the vicinity of the local 100 per cent locations, except food 
stores. Stanley L. McMichael, the veteran real-estate analyst, states in his 

book Percentage Leases: 

Chain stores were the first to develop the technique of scientifically gauging the 
value of locations suitable for their business. They did this by a study of neighborhood 
conditions, habits of buyers, and the clocking of the pedestrian traffic, principally 
women. Thev gave a rating of 100 per cent to the location that showed the highest 
and best type of buying traffic. Most 100 per cent locations are occupied by concerns 
selling merchandise at retail to women buyers. There are some exceptions. Some 1UU 
per cent locations serve both men and women. Sometimes a high-powered chain sc ing 
exclusively to men will rent a store in a 100 per cent district and do very well selling 
to both men and women by carrying a few exclusive lines of interest to the latter. 

The 100 per cent district is actually the one in which property checks with the 
highest type of pedestrian traffic, considering the kind of traffic desired. The location 
must always be judged in relation to the type of merchandise to be sold in the store 
being studied. What is the location best suited for? Is it a women’s, men’s, or a mixed 
block? Is it a night location? What goods can best be sold here? What kind of clien¬ 
tele is essential to the success of a prospective venture? What may be a “hot spot for 
a popular-priced dress shop may be an “off location’’ for a men’s clothing store. What 
may be a prime location for an exclusive specialty store may prove a dud for a variety 
store. Basically there is a proper location for every type of business. 

The ideal location requirements of chain stores vary widely, and no standardized set 
of requirements can be quoted. Each chain has its own ideas of layout of counters, 
offices, and other store facilities. A shoe store, receiving shipments almost daily, can 
merchandise them in a store 15 feet wide and 60 feet deep, while a variety store will 
have a 40- to 60-foot frontage with a depth of from 100 to 150 feet. For variety stores, 
a unit desired in a suburban center is of a different size from one that may be suitable 
for a downtown location. Variety stores prefer not to own locations outright. Ra “* cr 
they prefer to lease them. Consequently they take only the amount of space needed 

398 



SPECIAL CONSIDERATIONS 

Sec. I I 

of nd JnH° W M m0rC ,° r ' rSS SC ‘ deSiKn in ' he U > 0,,t of departments selling various types 

ing Llrge N o°ffie Ur h U MH SPaCe “ reqU,red Thr ' v P r<f er a two-story-and-basement build- 
erfv i„ I “f ^‘! d ‘ n g s are oul Usually they ask that the landlord put the prop- 
erty in shape for their occupancy, although some variety chains will make thei^own 

nH rt, r lf the renta P rrm ' ts ,hem to amortize the cost over the term of the lease 
and the location is particularly desirable. 

The January, 1950, issue of Chain Store Age points out a few other factors 

usually cons^e^cl by chains in an article by Lucius S. Flint, the magazine 

held editor. Below are extracted some of the high lights from that excellent 
article: 

to suD a Dort a a re ma arnin t? ' hat ’ “ m ° S ‘ " Ses > ad j accnt housi "8 cannot be expected 

to . ma J° r . sh °PP ln S center, but that a center must be well situated in relation 

by“hals ra in S most‘bn" , ' n ° W COnsidc ~ d absolute “musts” 

Some store closings are occurring in older districts. The point at which an older 

becomes" ° H “• U K, aIly rela , ted very dircctly to cost. As older business proper" 

old Ta C f desirable > renta * ra '« usually go down. Policy of most chains is to renew 

thoughT l f rateS have ^ een Iowercd sufficiently to permit a somewhat profitable 

pace g in order to°rn, OPerati0n - fe w chains consider it desirable to reduce fW 

pace in order to continue in an older location. 

1 ^ St “ d> ’ £ being given t0 the desir ability of remodeling and enlarging indi- 
vidual stores in older areas. The point of decision here often has to do w"th how much 

usmess will likely be pulled away from the area within 10 to 20 years by new district 

gafned bv remod'r s ^ £ % StMhhed - If competitive advantage could be 
years of ffieTrea° S f a K C ° StS f oceseeably be amortized over the number of 

l I f tb ? safe business future, then serious thought is given the possibilities 

Q 11 ^ t 0 ^ a . q 1 . h _• | L „ __ * i i • _ . ^ f that most 

customers do not change shopping habits overnight. . 

, .^ le decentral jzation is occurring rapidly, many executives believe that established 
wu°r S m ceil,ral business districts of large cities are still valuable 

wh'le a majority of chains now prefer to have their capital in merchandise rather 
than in rea estate, the general attitude is that if a really important location can be 

be arranged ^amr PUrChaSe ' PUrChaSe Sh ° U ' d be made and a build-sell-lease deal can 

,he neCdS ° f SPCCifiC ,yPCS ° f bUSi ~ C-n, 

Hi «Zl ery ' ,° Utl . yin ^ locat ions definitely preferred, usually in or near a good business 

trend BothThh 7 parkln J area indispensable. Superstores a definite 

hri ♦ m " el S hb °r h °° d and transient busmess needed. Importance of arterials to 
bring traffic from a distance rated more highly every day as larger and larger stores 

buildings. PraCtlCally aI1 new units bein S built to order rather than placed in remodeled 

Drug. Both downtown and outlying locations still successful. Downtown stores must 
be situated to benefit from heavy pedestrian traffic. Superstore trend here as in 

grocery field, means more and more locations are being sought in shopping centers and 
in good outlying business districts. ... 

Variety. . National chains continue to open very large stores in 100 per cent down¬ 
town locations of important cities. Additionally, they are opening many stores in 
shopping centers and outlying business areas. . . . 

Ci ears Heavy pedestrian traffic still considered indispensable in this line of busi- 
ness. Office building and hotel locations very good. . . . 

Restaurant. For the downtown restaurant, traffic is again considered indispensable 
Locations near office buildings and theaters usually very good. 
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. . , , ,_j irw-atlnns :irr still < onsidcrcd grind. 

Apparel. Both downtown an ° r location is not always considered 

needed. 0 Room for deep lohhics that can he Banked 

by ^°'^ffir" S “i,TK n^Tri'y downtown traffic. Most of the ,ar g est 
volume shoe units arc still in central business district tions continues. Shop- 

De ferment stores. I rend ^^^d "hh the department store serving as the 
ping-centor locations seem to p ’ ... . • j ar « e volume, most operators 

huh of the center. While downtown stores are .nil doing Wge^ ^^ ^ 

have come to believe that as < iti< s grow ‘ , ceographicallv remote from 

conveniently for large segments of the population that are geogr< p 

,h f":;;:! '.’'‘Re^onin^oTmos, executives in this line coincides with that of depart- 
’^^/nrspecialty chains in many lines are following the shopping-center 

"'vaii-oriur-Hou re store. Like department 

Most - tied in with 

ffiat is necessary in most 

"''Cindy*' Pedestrian traffic remains essential ^700^1^" 

tr >» * o*, 

,0 |;:nO h0 AUo C u a ghtheyare going into the larger shopping «rn*£ 

many jS^^m^r^ScT'ffic^on;" “tTiOO per cent location is 

-both large and small shop^ng cen- 
ter, as well as into well-developed neighborhood business d.str c^ Tl P ^ . . 

ZST MroS^Xdware Lre cannot 
pioneer a new district successfull>. . . . 

There arc two aspects to the suburban or satellite business location. The 
one about which most is heard is that which has to do with the convenience 
to the customer, and it is not to be underestimated. The other factor is o 
overlooked in the enthusiasm of opening a business, and that is the occup. 
tional hazard of being a pioneer. .]. C. Nichols, the late developer o he 
famous Country Club district of Kansas City, Mo., has learned over a per o 
of many years that even some of the most attractive shopping enters could 
not carry themselves on today’s cost of construction. It is quite differ 
a well-established downtown business to open a suburban branch than tor. 
new or unknown business to open up in a satellite location. There « obvi¬ 
ously less risk for a drugstore than a specialty shop, but to the exten 

there is a risk, there is the profit if successful. % , 

An aspect of business that is too often forgotten in good tunes when 
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is enough business for all is that extremely high profits breed ruinous competi¬ 
tion. This is true in many cities where there is already an excess of peripheral 
retail outlets. There are more spectacular examples of this in Los Angeles 
than elsewhere, but still new ones are created and opened with the flood¬ 
lights and fanfare of a new show. Chain Store Age in its January, 1950, issue 
calls attention to another such situation: 

Off-center shopping centers? Are some cities reaching saturation point in shopping 
centers? In southwestern Cleveland two huge unit-building centers are IV 2 miles 
apart. Result: the newer unit, with more stores and twice as much in-front parking 
space, is pulling shoppers from the older center. Another shopping setup in southeast¬ 
ern Cleveland is little more than 2 miles from an existing big center, with each depend¬ 
ing heavily upon auto traffic. 

Experienced real-estate firms, who keep the same customers and clients 
over a period of years, always advise the inexperienced or new ventures to 
start in a proven location. 

Location in relation to materials or clients. Service businesses or profes¬ 
sional services, which have contacts with all the walks of life of a large area, 
should seek a location near the theoretical center of population of the area 
served and then adjust it for zoning and other regulations and to fit into the 
transportation pattern. 

Industrial firms must study their product to determine whether or not it is 
better that they be near their customers than that they be near their source 
of materials. The recent change in the base-point system of steel pricing will 
probably result in a steel mill being built in New England where there is a 
very substantial market and large deposits of limestone and where the heavy 
materials of coal and ore may be shipped by water. Bakers have found it 
cheaper to serve a large area from a central bakery where materials can be 
handled in large quantities than to have numerous small manufacturing 
establishments. Fabricators of heavy metal products generally find it better 
to be near the source of material and to ship the finished product to distant 
customers. This is especially true of plumbing fixtures, pipes, and structural 
steel. On the other hand, more complicated fabrications or those which may 
be made in a lesser number of units usually find that it is cheaper to locate 
close to customers and ship in the heavy raw materials. 

Location as it affects employees. This consideration is of primary im¬ 
portance when continuity of service and low labor turnover are desirable, and 
it increases in importance as these factors become sufficiently important to 
outweigh inconvenience to customers, clients, or materials. 

Many a large corporation has found it necessary to locate its research 
laboratory in pleasant surroundings where its employees can find the ameni¬ 
ties of life to their liking. So it is that more and more business firms who 
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specialize in research, analysis, design, or consultant service find that they 
can achieve the essential quality of performance only by retainmg th e'r em¬ 
ployees long enough to train and take full advantage of them best ability 
and for that reason they have located in suburban areas or college towns. 
The list of those firms which are finding this factor important » a long one 
and is being enlarged. Many investment-counsel firms, architects, engineers, 
and those who can have a separate technical and electrical staff find it 
desirable to have a small office in a central location and large quarters for 
the rest of their staff elsewhere; the saving in rental overhead is impor- 

'‘’publishing houses have sought such locations ever since Doubleday located 
his establishment in Garden City. Long Island, early in this century. Certi¬ 
fied public accountants and insurance companies may well follow. 

The importance of transportation facilities. It has been truly said that 
transportation is location. Nothing is more important to a business than 
transportation. All forms of transportation arc of importance: land, air, an 
water; both public and private. Air transportation is as important to th 
home office of a national sales office as pedestrian transportation ,s to 
F W Woolworth. The former must locate in a city with good air service 
land the latter must be on well-paved Main Street. Grain shippers mus 
L located on good rail or water transportation facilities and preferably both. 
Many industrialists to their sorrow have located on an otherwise good site for 
the manufacturing of a product which required either rail or highway 
transportation, only to find a few years later that they were forced to change 
their product and that such change required the use of the missing means 

of transportation as well as the other. 

Employees who have to drive to work in their own cars must earn enoug 

to pay for this expensive form of transportation. Dependable and cheap 

public transportation is essential for all general business locations Time 

consumed in travel is nonproductive, and it is the time factor rather than the 

distance factor which is of importance. 

The transportation aspect of a location is the primary reason for its rate 

of growth. In those cities where the growth is more rapid than the average, 

there is better transportation than the average. The 1940 Census showe a 

I slowing up of the growth of the country as a whole and a greater decline i 

the rate of growth of our larger cities. More recent data, however, indicate. 

that the trend has been reversed. The Bu.eau of Census, in its report 1 Me 

Growth of Metropolitan Districts in the United States,” shows that the laigt 

metropolitan districts grew faster than the central city in each year since 

1900 Hut at the same time, the central cities also increased in each year 

for which there is a report. Thus w C see that “decentralizing” is taking 
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place as between neighborhoods or industries, but not as between cities and 
their metropolitan areas. 

This fact is caused largely hv the modern rapid public transportation 
systems of the American central cities and the extension of this transporta¬ 
tion system to the metropolitan area as a whole. This system must be 
regarded as a vital, dynamic force having a direct bearing upon the use of 
real estate and its effect on every form of business. 

Adequacy of space. The size and shape of the space required by a business 
is a matter of opinion and has to do with the manner in which a business 
is managed. It has to do with such things as inventory, off-premises work, 
ratio of office to shop areas, and other factors of a management type. There 
is adequate consulting management and engineering talent available to help 
in determining requirements, layout, and design. Graphs, forecasts, and 
market data help predict the future course of a business and determine 
probable future needs, but many a plant, warehouse, retail establishment, 
or other business real estate becomes economically and functionally obso¬ 
lete because of lack of parking space, inadequate turning space for trucks, 
or an unsafe approach to the highway from the property. A good rule of 
thumb for manufacturers is to figure 250 square feet of off-street parking 
per car and to calculate one car for every four employees and one car for 
every visiting salesman or customer. 

Retail stores outside downtown core areas would do well to provide a ratio 
of 4 or more square feet of parking space for every square foot of retail sales 
space. In many cases, it is well to double this ratio as has been discussed 
earlier. 

The same is true of building space. A manufacturer who made good- 
quality wooden radio cabinets turned to making modern furniture and 
immediately found that he needed one-third more shop space and double the 
storage space for the same number of employees and about the same dollar 
volume. A home-service store in a rural area had built up an excellent busi¬ 
ness selling and servicing stoves, washing machines, lawn mowers, and other 
house appliances; then along came television and he needed more space for 
display and repairs. Fortunately, he had consulted a good real-estate con 
sultant prior to building his store and had excess height so that he could 
build a mezzanine. 

In old buildings, one has to adjust to the limitations of the structure. 
There are features that are space savers and therefore make for efficiency. 
One feature of this kind is adequate loading space. Whether the business 
be a store, a manufacturer, or a distributor, a space where incoming goods 
can be placed for sorting and checking and then stored and where outgoing 
shipments may be assembled will save truck time, reduce costs, and make for 
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efficient use of space. Floors that are of slightly different levels are to be 
avoided, if possible; if not, determine whether a roller conveyor can be 

installed to move goods. 

Adequate space means usable space; avoid unusable space which you have 
to heat and maintain. Structural soundness is an important factor Always 
remember that an architect or engineer can give you an impartial opinion 
as to the floor-load capacity and the characteristics of the building. Addi¬ 
tional bracing of floors can be costly and can so clutter up the space below 

as to reduce its usefulness. ... , . . 

Economic stability of location. This may be determined by a real-estate 

market analysis. The characteristics of the real-estate market are such that 

it is an unorganized market based upon informal day-to-day transactions. 

The degree to which it may he accurately analyzed is in indirect proportion 

to the complexity of the city in which it is located. Information is usuaHy 

available as to the supply of space and the demand for it and the exten 

that population pressure causes changes in the economic situation, thus 

creating new opportunities, but it takes an expert to properly analyze this 

information. It takes special training to list all the sales and leases in an area 

and to determine the unit value of a property, the past trends, and the 

probable future direction. . , r( , 

Past experience in an area as to mortgage foreclosures is not to be disre¬ 
garded Another indication of stability or lack thereof is the number of 
vacancies as compared with the metropolitan district as a who e or as cone 
pared with another similar section. It is a full-time job to analyze this kind 
of information and requires the type of expert who keeps his records up 
date and who is able to make an objective study. Your ocal real-estate 
board will tell you which of its members are members of the American 
Institute of Real Estate Appraisers. If there are no members of the Institute 
in your community, the real-estate board will probably recommend the best 

person to answer your particular problem. . . f * 

Study the community pattern. The community pattern is the result of the 

habits of its people. These habits cannot be changed, but the wise merchan 

or manufacturer takes advantage of them and makes use of them.! he 

central business district may appear to be a stationary fixed objee 
place by the weight of large buildings, but actually it is cither growing or 
dying and seldom static. It grows with the development of the area^ sen 
by it and diminishes with the economic reduction of that area As 

or metropolitan area grows to the extent that it can attract busing 

outside so the downtown business district grows. Physical limitation 
restrict the growth of the business district and foster the estabhslmien 
outlying or periphery business districts, but if the outlying business district 
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depends upon its local area for support, it may or may not participate in the 
general economic growth or decline of the city as a whole. The ability to 
respond to the growth of a community is a necessary characteristic of a good 
business district. One factor to be considered in this respect is the ability of 
the district to be reached by auto and the parking capacity. Another factor 
is the proximity of the business district to the place of employment of the 
hulk of the people. These and other factors make a city pattern. 

A careful study of the city pattern will locate the downtown core area, and 
if it is drawn on a map it is well to locate the new stores or those that have 
undergone modernization. Then locate parking facilities, main routes to it, 
and transportation facilities. Surrounding this area is usually a twilight zone 
of secondary business and light manufacturing. Now locate the main freight 
highway into the city and the rail lines; these locate the heavy industrial belt. 
The next location to determine is the best established residential section and 
the newest large-scale residential development. The slums and other districts 
now fall into the picture of themselves. Once you have done this, you have a 
picture of the city pattern. 

Trends — long-term and short-term. Trends are caused by internal adjust¬ 
ments in the city growth or by basic economic changes which have a bearing 
upon the life of a large segment of the population. The advent or cessation 
of a major industry in a small city is a matter of very considerable im¬ 
portance. The impact upon a suburban community caused by the bank¬ 
ruptcy of a railroad and the removal of its service is very great. Likewise, 
the economic forces generated by the extension of an arterial highway or 
parkway to serve a peripheral community have a great effect upon the area 
affected. These are fundamental forces and their influence upon real estate 
is expressed as trends. These forces are slow to generate and of long-term 
type. A railroad does not fail overnight nor does a responsible large industry 
move quickly. The condition that brought about the change is one which 
may be anticipated if a thorough study of the subject is made. The long¬ 
term trends are really the cumulative action of many shorter term trends. 
By short-term trends is meant the sudden more violent movements that take 
place as a result of more localized action. An area may be donated by a 
wealthy citizen for a park and the effect upon a neighborhood is immedi¬ 
ately felt; new houses are built, bringing more families; new stores result; 
and there is a need for new schools, better fire protection, churches, sewers, 
water—all this results in a relatively sudden increase in land value. This is a 
short-term trend. The long-term trend commences when these changes 
have taken place and the character of the area has been established and the 
slow but inevitable decrease in value sets in. 

These forces are many and often contradictory. Likewise, the short-term 
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trends arc altered and the generating forces divert them from their course. 

But the cumulative effect upon the long-term trends may he determined by 

the skilled student of real-estate values. 

5. Own or lease? 

Having determined the location, the price that a business can afford, and 
the adequacy of a property, it is well to determine whether it would he better 
to own or lease. In general, the advantage gained by one method is a disad¬ 
vantage to the other. The advantages of each may be stated thus: 

Advantages of ownership: 

Cost of occupancy lower per year . 

Interest on mortgage, maintenance, depreciation, deductible trom 

income tax 

Permanence of address assured 

Possible income profit from tenants 

Alteration, demolition, or change of occupancy at own will 

Property may be security for loan 

Possible capital profit from sale 

Advantages of leasing: 

Fixed and known costs of occupancy 

Rent deductible from income tax 

Limitation on period of commitment and extent of liability 

Lease salable as part of business 

No capital tied up in land, bricks, and mortar 

Less basic capital required 

Both methods of occupancy require a great deal of paper work, legal 
forms, title searches, and other technical work which should be handled by 
a lawyer. Both methods also involve advance planning, but in the case of 
a lease the planning is of shorter duration. This is the main reason why most 
tenants prefer to lease. They feel that although it may cost more, there is a 
certain degree of flexibility which cannot be otherwise obtained. These 
decisions, whether to own or lease, have to do with the nature of the business 

and the degree of risk of the business itself. 

This problem, to lease or to buy, should be discussed with the real-estate 

consultant, the lawyer, and the income-tax adviser. All are important, and 
it always pays to use the experienced sendees of all three. In the case of the 
lawyer and the income-tax adviser, the fee is always paid by the business 
seeking space and so the services of an independent real-estate consultant 
should be used and a fee paid. The broker in the transaction is paid by the 
lessor or the seller, and his advice may be colored by the commission involved. 
Experienced and timely third-party advice is always worth its cost. It is 
usually the best bargain that a young business can buy. 
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7. What accounting can do for management 

How to run an accounting system and how to get the best results for the 
ieast expense and effort can be dealt with from two points of view that of 
the executive, who is interested primarily in objectives and results, and that 
of the accountant, who is interested in the means and methods of attaining 
the objectives and getting the results required or needed by management. 

No man can be a capable manager or executive and at the same time per¬ 
sonally exercise any effective detail control of his accounting affairs If this 

ever could have been done, in some simpler and faraway time, it is not pos- 
sible now. 


In a small business the executive must rely on his bookkeeper, his certified 

public accountant, and possibly some other advisors, such as specialists in 

machine accounting, appraisers, or industrial engineers, when the occasion 
demands. 

In larger enterprises many of these functions are performed by members 
of his own organization, acting under his controller. 

The sections which follow this will explain what we might call the “how” 
of an accounting system. They cover how to run a cost system, how to avoid 
business fraud, how to use budgets for the control of the business, and how to 
design systems for internal control. This section is devoted to the “why” of 
an accounting system: why we use the elaborate and intricate forms and 
methods of modern accounting, with all of its burden of detail, its mechanical 
complexities, and its large number of employees engaged in producing masses 
of detailed statements. All accounting work must justify itself by results. 
The statements must either be useful to the management, or required by 
some outside body or agency, or required by some general business customs 
or regulations. Statements which have no internal use and which are not 
required for any external purpose should be discontinued as soon as dis¬ 
covered. 

While management cannot devise or operate an accounting system, man¬ 
agement is the only source from which we can discover what is expected of 
an accounting system and what its useful functions are. Accounting officials 
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mnv suggest to management that there are certain accounting facilities which 
they arc not using, hut it is management’s decision as to whether or not these 
shall be availed of. To show what the properly organized accounting 
system can do—or, to put it in other words, what can he demanded from a 
properly organized accounting system—an oversimplified chart is presented 
of functions under a controller and a financial vice-president. In many 
organizations, the controller and the financial vice-president will he the same 
person. If there arc a number of subsidiary companies and branches, there 

mav be a man who fills the functions of controller in each branch or sub- 

/ 

sidiary. In any event the functions under the controller will be the same. 
In some organizations it will be advantageous to have functions such as the 
tax department and internal auditing under the controller of each branch 
or subsidiary. In other types of organizations, it will he better for these func¬ 
tions to be centralized. This depends largely on whether the problems in 
the different branches or subsidiaries arc the same or different. If, for 
example, state taxes are a very important feature, it might be advisable to 
have a tax division in each branch wherever it is located. If the company 
has several branches in the same state, obviously it would be better to have 
the tax work concentrated. These are questions for the individual organiza¬ 
tion, but the distribution of functions and what may be expected from the 
different accounting offices and officials arc the same in any case. Many 
variations in the distribution of functions might be required, but the func¬ 
tions themselves and the reports which management can expect arc about the 
same. 

A list of the reports and statements which management might expect from 
a modern accounting system follows. The list is neither inclusive nor exhaus¬ 
tive. Many reports with different titles than those in the list certainly will 
be required by the management of different corporations, although it is 
probable that few reports not covered in general in the list will be needed. 
The time classification of the reports is not at all rigid. Some of the “daily” 
reports may be required no more frequently than weekly, while some of the 
“weekly” reports may be necessary daily. With modern mechanical equip¬ 
ment it would probably be possible to prepare almost any of the “weekly” 
statements on a daily basis, although this would be too expensive and com¬ 
plicated to be warranted except under special conditions. Some of the state¬ 
ments listed under the financial accountant might be prepared by the cost 
department, for instance, the statements on expenses. Some of the statements 
might be required only occasionally, and if this is so, provision should be 
made for discontinuance as soon as they are not required. What we are con¬ 
sidering here is the use of the accounting system by management other than 
the accounting officers and staff. The collection and disbursement of cash. 
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Chert showing (unctions under o controller and financial vice-president. 


the preparation of sales and purchase orders, the mass of details involved in 
setting standard costs, and the collection of the voluminous details required 
to establish a budget are considered here only from the point of view of their 
final results. The sections following and a large literature cover these ques¬ 
tions in detail. Our concern is with what the accounts can do for manage- 
ment. 

It is unlikely that any one organization will require all the reports listed 
and it is equally unlikely that an enterprise of any size will not require some 
reports which are additional or which differ in some way from those 

described. The check list is suggestive only, but it is hoped that everything 
of importance is covered. 

Reports Usually Found Necessary in a Manufacturing Corporation 

(Prepared by or under the Direction of the Financial Accountant) 

Daily Reports 
Cash position 
Sales (orders taken) 

Untilled orders 
Purchase connnilinents 
Weekly reports 
Payroll summary 
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Payroll analysis, as between— 

Direct labor 
Indirect labor 
Construction labor 
Overtime worked 
Number of employees 
Average wage 
Bonus or incentive wage 

Shipments to customers (dollars or quantities or both) —perhaps analyzed 

as under “Sales” 

Materials received 

Collections on customers’ accounts classified by age of accounts 
Lists of overdue accounts receivable 
Summary of accounts payable 

Monthly reports 

Balance sheet— comparative with beginning of year 

Income account (month and year to date), comparative with same month 
of previous year 

Sales, orders received analyzed by— 

Geographical distribution 
Products 
Size of orders 
Stock or special 
Salesmen or sales oHiccs 

Materials and supplies received and taken into account: 

Raw materials 
Parts 

Manufacturing supplies 
Other supplies 
Machinery and equipment 
Construction supplies 
Expenses: 

Fixed 

Semivariable 

Variable 

Commercial 

Administrative 

Cash receipts and disbursements agreed with income account 
Inventory statements, estimated if perpetual inventories arc impracticable 

Construction program: 

Expenditures for year 

Expenditures or unfinished projects, in total 
Appropriations unexpended 
Graphic presentation of reports for directors 

412 




Sec. 12 


WHAT ACCOUNTING CAN DO FOR MANAGEMENT 
Annual reports 

Detailed comprehensive report to management on operations (this ma\ 
sometimes he prepared by the independent CPA) including: 
Comparative balance sheet 
Comparative income account: 

Explanatory schedule for each balance-sheet and income-account 
item 

Explanation of unusual or significant items 

Cumulative surplus account 

Statement of cash receipts and disbursements 

Balance sheet and income account for stockholders or other security 
holders 

Balance sheet and income account for credit grantors 

Reports required by governmental bodies. (These are merely examples. 

There are many others and every corporate accounting officer should 
make certain what reports his company is responsible for) 

Securities and Exchange Commission 

Interstate Commerce Commission (if a manufacturing corporation 
has railway or utility subsidiaries) 

Federal Power Commission 
State Public Utility Commissions 
Special statements 
For security issues 

For purposes of merger or acquisition or sale of subsidiaries 

For management profit participation 

For pension plans 

For self-insurance of any type 

Statements of current or appraised value of buildings, machinery, and 
equipment 

Statements of current value of inventories, investments, or other assets not 
to be converted into cash in the ordinary course of business 

(Prepared by or under the Direction of the Chief Cost Accountant) 

Cost reports 

Estimates on new work or products: 

Full overhead basis 
Differential basis 

Standard or historical costs of products 

Standard or historical costs of processes, cost centers or operations 

Comparative statements of fixed, semivariable, and variable costs 

Statements showing the nature of, and reasons for, variances of actual costs 
from standards 

If job costs are used, progress reports on unfinished jobs 
Statements showing comparative and cumulative processing losses 
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Comparative statements of any of the foregoing for 
subsidiaries 

Production reports- dailv, weekly, or monthly 


different 


plants or 


(Prepared by or under the Direr lion of Budget Director) 

Budgets 

Preliminary budget 
Agreed master budget 

Monthly comparison of results and budget 

Detailed monthly comparison ot results and budget for departments, 
plants, or subsidiaries 
Breakeven-point statements 
Entire enterprise 
Entire plant 
Departments 
Forecasts of — 

Cash requirements 
Effect of changes in sales volume 
Effect of changes in wage rates 
Effect of change in material prices 

Effect of changing products, dropping some or taking on others 
Effects of regulatory legislation other than tax legislation 


(Prepared by or under the Direction of the Chief Internal Auditor) 
Audit reports on plants and departments 
Special investigations 

Reports on system of internal check and control 
Personnel reports 


(Prepared by the 'Pax Department) 

Tax returns 

Federal income tax 
State corporation taxes 
Excise taxes, if these apply 

Various reports on payments made to others, withholdings, and the like 

Estimates of effect of proposed or current legislation 

Estimates of effect of new decisions or regulations affecting the enterprise 

One set of accounts to produce all statements. An accounting system 
should show the relations of the corporation or business to its individual 
creditors and debtors; it should give the management what it needs for 
operating and control purposes; it should make possible the preparation of 
statements for proprietors, security holders, and credit grantors; and it should 
provide for the preparation of statements to government departments, 
agencies, and other administrative bodies. All this should be done from one 
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basic set of accounts. The accounting system should be designed in the 
object] 1 " 8 l ° Pr ° “ Statements which are its final purpose and 

There are many general principles and methods of devising and establish- 
mg an accounting system, all of which are fully covered ingood technical 
works. Except, however, for the most simple and the smallest enterprises 

he er e!t"brTr y :, m u dC ’ COmpletC systems - No properly devised system can 
be established until the accountant responsible for it understands' fully the 

nature and the purposes of the business, the type of men who are the execu- 

tives, and the type of men who will be operating this system. He must 

understand what is really in the mind of management and what its policies 

are before he can set up accounts which will produce statements which will 

express those policies or which will assist in carrying them out. He must be 

the careful and intelligent reporter and interpreter, always looking to the 

best interests of his client or employer, never deceiving him into thinking he 

has a temporary advantage, never letting him think that an easy way is 

necessarily the best way, but never restraining him from taking chances 

except by pointing out the nature of the chance that is being taken and the 
result it things go wrong. 

Accountant s responsibility for management decisions. The accountant is 
not responsible for management’s wrong decisions. He is. however fully 
responsible for management’s ignorant or uninformed decisions where the 
ignorance and lack of information is caused by statements which he has 
prepared improperly or inaccurately. No human mind can grasp the com¬ 
plexities of the operation of a large or even a moderate-sized enterprise with¬ 
out the use of accounting statements of some sort. If these statements are 
correct, if they give the proper impression, if they bring out the salient facts 
then no management decision based on them is the fault or the responsibility 
of the accountant. But if the facts are incorrect, if the impression given is 
false, if the information is inadequate, then the responsibility is clearly and 
squarely on the accountant. Generally speaking, management must believe 
what its accounts tell it. It has neither competence nor time to examine 
into the accuracy of the statements which are presented to it. Management 
security holders, creditors, customers, the government—all are entitled if a 

proper modern accounting system is in effect, to rely on the statements pro- 
duced by it. F 

If such statements can be readily prepared and are substantially accurate 
when they are prepared, then the system is functioning. If this is not the 
case, the system is not functioning. Management is entitled to have an 
accounting system which functions adequately, does as much as is required 
but no more, and does this at a minimum cost. ’ 
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Operating information. The list covers, primarily, the information which 
(he management uses to operate the business from day to day. The manage¬ 
ment of a firm (say a manufacturing enterprise) generally must know its 
position in unfilled orders, purchase commitments, commitments under a 
program of capital expansion, and cash requirements for a considerable 
period in the future. Management must know, with more or less precision, 
what its various products cost it to produce, and frequently it must know the 
components of the costs of the different products which it makes or of the 
product which it might make. Generally, the estimating function of cost 

accounting is more important than its historical function. 

forecosts and projections. These things all have to do with the future. We 
are told that accountants should not prophesy, that it is their business to 
record and analyze and compare. However, the ultimate value of all interna 
accounting information is as a basis for future act,on. All management 
action which accounts and records can guide or affect is necessa,il> future 
action and all accounts designed for any management purpose must bo look¬ 
ing to the future. As Patrick Henry said. "I know no way of judging the 
future but bv the past,” and it is the accountant’s duty to provide the so id 
background of properly classified and analyzed past experience as a basis tor 

future management action. 

Requirements in integrated enterprises. If all this information is necessary 
in one fairly large manufacturing organization, it is even more essential when 
one man or a small group of men arc responsible for directing the operations 
of a group of manufacturing companies or of an integrated group as, or 
example, the United States Steel Corporation or one of the integrated non- 
ferrous metal companies. Management decisions in a single factory are diffi¬ 
cult enough with adequate records and are, generally, impossible on the basis 
of personal observation and memory. Without comprehensive accounts it is 
almost impossible to solve the problem of analyzing the conditions in a 
number of different plants and comparing these conditions as a basis lor 
deciding when and where, for instance, to expand and contract, where to 
manufacture a new product, what manager is most capable, or what man¬ 
ner should be replaced. If such decisions are attempted without this ac¬ 
counting information, the result is almost certain to be chaos and failure. 

2. Interaction of accountant and management 

Policy decisions and the accountant. No competent executive would at¬ 
tempt to operate a business of any magnitude without accounts which were, 
or which appeared to be, adequate and comprehensive. While it is the duty 
and responsibility of management to make decisions, it is the responsibility 
and dutv of the accountant to sec that the information on which the deci- 
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MODS are made is are,.rate and that it conveys the correct impression While 
the accountant should not make decisions on matters of policy, it is nonethe¬ 
less true that he cannot help influencing such derisions. 

H.s statements must make an impression of some sort by their arrange¬ 
ment and emphasis as well as by the facts themselves. Management will art 
according to the impressions it receives from the statements. 

A simple example of this is in cost accounting. If a company operates 
under a standard cost system, and if the costs are determined bv operations, 
and if furthermore a new product is to be manufactured which will require 
no operations except those necessary for products already being made, the 
cost accountant can produce a cost for the new product by using costs for 
materials and operations similar to those now in effect. It will to all appear¬ 
ances, be a proper cost for the new product and under some circumstances 
it might be. However, the cost accountant should not proceed with the 
compilation of such a cost until he knows more about what the manage¬ 
ment has in mind or about the purpose for which his cost is to he used If it 
is intended to substitute the new product for an old one it is probably correct 
to include in the costs, as he would have done if he used previous operation 
costs, all the overhead allocated on the usual basis. There would he no more 
production to absorb the overhead and the fixed charges would remain as 
they were. If, however, it were contemplated that the new product would 
represent an addition to the volume already manufactured, then the cost 
which he compiled might be quite misleading. The new cost either should 
show a new distribution of fixed charges or should show that the new 
product would not necessitate any increase in fixed charges and might be 
profitable on a differential or “out of pocket” basis. ' 

Management must tell the accountant. Until he had some idea of the pur¬ 
poses and intentions of management, the accountant would not be able to 
give a proper statement of the cost of the new product no matter how 
carefully and accurately his figures were worked out. Management has a 
right to demand from its accountants and its accounting system correct 
answers to its questions on a correct basis. Mere technical and arithmetical 
accuracy is not enough. Management cannot, generally, look behind the 
figures presented to it. It must accept what its accounting department states 
as facts. Management itself may be at fault in not taking the accounting 
department sufficiently into its confidence, or in not giving the accounting 
department information which it may think is irrelevant or unnecessary but 
which, in fact, the accounting department needs. The real responsibility, 
however, lies primarily with the accountant. It is his statement that is being 
acted upon, and it is his duty to be certain that his statements are prepared 
on the basis and for the purpose which management has in mind. This in no 
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way moans that they should hr war pod to thr desires of management; they 
should, however, he very carefully prepared according to the needs of 

management. 

The accountant must understand the business. All this should make man* 
agement realize that the accountant must now have a much broader and 
more comprehensive idea of the business than he ever had at any other time. 
This does not mean that he must know the business in the sense of being 
able to operate or direct it. He must, however, understand fully the proc¬ 
esses, the purchasing policy, the sales policy, the general progress of mechan¬ 
ical or other invention in the industry, and its relation to other similar indus¬ 
tries and the government. He cannot arrive at any sound decisions on such 
matters as rates of depreciation, methods of depreciation, inventory methods, 
or costing methods without fully understanding these things. Assuming 
that he must understand these things, and that he must prepare his state¬ 
ments with this in view, what in particular is the management of a modem, 
well-organized corporation entitled to receive from its accounting depart¬ 
ment in the wav of statements of internal operation and control at the 

6 

present time? 

3. Statements required 

First and foremost, correct and adequately detailed statements of past 
operations must be prepared. In the early days of accounting it was often 
thought that these were enough and that management could, from a clear 
statement of the past, make its own decisions and reconstruct its own figures 
for the future. That day has gone if, in fact, it ever existed. Few men can 
he sufficiently versed in the technical and mechanical details of an industry 
and also he good enough accountants and analysts to arrive at sound con¬ 
clusions from statements which merely show past transactions. 

Management must have costs. In addition to clear and adequately detailed 
statements of past transactions, management is entitled to costs on the basis 
most appropriate for the enterprise—standard, process, job, or whatever 
method really reflects the operations and the policy of the company. The 
operation of a cost system and the selection of methods depend naturally on 
the purchasing policy of the company, the method of pricing, and the type 
of its customers, as well as on its more immediate cost factors. As an exam¬ 
ple, in an industry where prices are fixed for a considerable period, the 
so-called administered price industries, a different inventory and cost method 
is required than in industries where the price of the product varies almost 
directly with the price of the principal raw materials. In the latter type of 
industry, the last-in-first-out inventory’ method is indicated. In the former 
type, the first-in-first-out, or average method, may he better adapted to the 
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needs of the enterprise. Certainly it does not call imperatively for the last-in— 
first-out method where prices are not particularly sensitive to immediate 
changes in material prices and where commitments are made for many 
months or a season ahead. 

Estimates and projections. Once a reasonably satisfactory cost system is 
established, management is entitled to an estimating system based, of course, 
on the results of the cost system. Another, and closely allied, statement to 
which management is entitled is a budget, annual or for shorter periods. In 
a sense, every standard cost or estimate based on a standard cost is a small 
budget, as it tells management what can be expected under given conditions 
in the future. The budgetary feature of the accountant’s work is assuming 
more and more importance. 

With the increasing requirements of government and with the increasing 

number of elements in our economic structure which make for rigidities of 

various sorts, the necessity for careful estimates of probable changes is even 

more pronounced than it was in earlier periods. A budget is in no way a 

forecast in the sense of the word which is used when accountants are told 

they should not make forecasts. A budget is merely a projection of what 

may be expected, given certain basic facts and assumptions. The accountant 

does not make the assumptions; he merely works out the results based on 
them. 

Many accounting statements are called “forecasts”—for instance, fore¬ 
casts of cash requirements—but all these statements are merely projections 
into the future based on the assumption that known facts and conditions 
will either continue or change in a given manner. The preparation of such 
statements requires great skill and judgment. Misunderstood or in the wrong 
hands, they are dangerous. Generally, they should not be permitted to go 
beyond the hands of management. Properly used, they are one of the most 
valuable tools which management has at its disposal. If certain given condi¬ 
tions and assumptions are presented to the accountant and he prepares from 
them a statement of projected operations which shows an undesirable result, 
management, if it is convinced that the accountant’s statement is correct 
on the bases given, will probably change its plans and possibly its pol¬ 
icies. 

internal check and control. Another feature which management is entitled 
to look for in any adequately designed accounting system is a proper, effec¬ 
tive, and not too cumbersome system of internal check and control. Much 
has been written about this, and there are ample authorities to be consulted. 
The general principles are clear and well understood, but their application 
to an individual situation may be difficult and complicated. It is the duty 
of the principal accountine officer of any corporation to see that proper 
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internal check and control is instituted and carried out. It is the duty of 
•he public accountant to satisfy himself that this is the fact. 

' Accounting is a record of responsibility for money, property, and things. 
Internal control is a means of ensuring that this responsibility is actually 

J. ch ar 

'-rheTneans and methods of internal control are discussed in later sections 
and in a fairly large literature on the subject. It might, however, be useful 
to management to list what internal control might he expected to cover and 

establish: 

Cash 

Disbursements are for— 

Wages 

Materials and supplies 

Expenses 

Dividends 

Repayment of loans 
Receipts are on account of 
Goods sold to customers 
Material and scrap sales 
Sales of investments or property 
Interest and dividends 
Loans or sales of securities 

Accounts receivable . , , 

All trade accounts are for goods shipped or services rendered 

No shipments are made which are not billed 

No unauthorized credits or allowances arc made 

AH accounts are collectible except those noted as bad or doubtful 

All other accounts or notes receivable are for an authorized transaction 

company account 

All purchases or expenditures are for company account and properly 
tl orized 

All* accounts or notes payable for loans or advances are properly author- 
ized and arc for company account 

Inventories and materials and supplies 

All purchases are for company account and properly authorized 

Phvsical receipt of all material is checked , 

Issues of materials to production departments are authorized and recorded 

Process inventories are taken or estimated at least monthly 

Scrap, waste, and spoilage is recorded, compared with past experience . 

analyzed as to cause and reasonableness 
Proper physical inventories are taken and discrepancies between book 
physical inventories are analyzed and reconciled 
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(In addition to the foregoing, properly developed statements of variances 

between standard costs and actual results are a valuable means of 
control) 

Buildings , machinery, and equipment 

All additions are properly authorized 

All sales, retirements, or dismantlements of plant or equipment are 
authorized and recorded 

Depreciation is calculated correctly on established bases 
Taxes 

All taxes, city, state, and Federal, arc scheduled on return and payment 
dates and officer or employee responsible for preparing return is noted 

Periodical statement of status of any disputed tax is made 
Securities 

A complete, up-to-date list is kept 

Securities are with a trust company or other authorized depository or arc 
kept in safe-deposit vault with proper control of access by officers 

All securities said to be company property are so in fact 

Title to securities is in the name of the company or in the name of a com¬ 
pany representative properly indorsed 

Securities, if not with a depository, are examined and counted periodical!} 
by company officials or independent certified public accountant or both 

Income which should be received on securities has, in fact, been received 

Current value statements. There are statements of another type which, 
while not in universal use, are prepared by the accounting departments of 
many forward-looking corporations. These arc statements of the present or 
market values of property as compared to book values. Many corporations 
which prepare such statements do not use them for any public purpose. 
They are, however, of great value to the management not only for their 
most obvious purpose, that of making certain that the property is adequately- 
covered by insurance, but also for satisfying themselves that they are receiv¬ 
ing from their customers, in their sales prices, enough to replace their plant 
at the prices at which it will probably need to be replaced when that takes 
place. 

There are other advantages in having statements of values of assets on 
hand, particularly in states like New York where surplus is calculated on the 
basis of actual or current values rather than on book values. These records 
are not difficult to keep and maintain. If the company has a good engineer¬ 
ing department, index numbers can be developed and applied which will 
bring the plant values to current values. If the inventory is carried on some 
method which produces other than current values, it is ordinarily a simple 
matter to apply current prices to the material in the inventories. Such fig¬ 
ures would not necessarily constitute accounting figures for a financial adjust- 
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ment of the books, hut they are close enough to give management an idea of 
what it is dealing with and to give some idea of what a liquidation or replace¬ 
ment basis might be. Many corporations have a periodical or continuous 
appraisal made by an appraisal company, and this appraisal generally cov 
current or insurable values as well as cost values. In many corporations 
would be dangerous to try to do business without some statements of this 
sort A current-value statement has considerable usefulness, but like many 
other statements which are not directly taken from the financial books, i 
must be used with care, and as it is less subject to control ,t is more subject 

l ° Statements to proprietors, security holders, credit grantors, and other third 
parties There is another purpose in an accounting system which has been 
fn ex t'encc almost as long as accounting, that is, the requirement to prepar 
statements for proprietors or for third parties who have some interest m the 
business creditors, guarantors, and in some cases customers, and who have 

a gh to statements of the position and results of the 
These are usually statements of past transactions and at the present time are 
IcneraS prepared on a basis of cost. Many businessmen and accountants 
think these statements should be modified to reflect current costsra*cr th 
pas, costs when the inventory method uses or produces a « nat " ,a '“ S ‘°‘ of 

ban one approximating current replacement cost (say first-.n-first ou 
some similar method). These statements also show 

different from that which would be arrived a, by depreciating on replace 
ment values. The accounting profession and business in genera * 

quc”dol "should be‘covered by supplementary statements. In any event the 

acts are of sufficient importance to be in the hands of management andh 
is management's decision as to whether and how these sha 1 be g-entothe 

public or to credit grantors. It is the accountants uty, 1 °' v ^ ’ 
making a statement which does not reflect current values, to make it P 
fcctly clear that this is the case, that the properties are not statedl . V 
current or realizable value, that this could be arrived a, only by appra. , 
and that the inventories are stated on a particular basis which is loweit ‘ 
cost or lower than current market, or whatever description is appropr^ 
The accountant’s duty in these statements is to present fairly th<i cond 
of the company on the basis indicated and to present the acts sc> 
will give a correct impression as well as being mathematically and technical y 

correct. 
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Statements to Federal and state government agencies and departments. A 

function which a modern accounting system must exercise is the preparation 
of reports for different government departments and agencies. Federal and 
state, having jurisdiction over the enterprise. No business is too small or too 
large to escape this. Every business must report to at least one government 
department, the Bureau of Internal Revenue. Practically all businesses must 
report to one or more government departments in addition to this. A manu¬ 
facturing company listed on a registered securities exchange might easily 
have to report to the Securities and Exchange Commission, the Federal 
Trade Commission, the Bureau of Internal Revenue, its state taxation au¬ 
thorities, and if it had a loan, the Reconstruction Finance Corporation. If 
it were engaged in work on government contracts it would have to report 
either under the Vinson Act or to a price-adjustment board. If it were a 
public utility it would have to report to one or more state and Federal 
agencies. Its accounts would be subject to audit and review by representa¬ 
tives of all or any of these organizations. There are many other government 
departments and agencies to which a corporation might be required to report. 

Frequently these reports are to be certified by the corporation’s independ¬ 
ent auditors. The responsibility here, both that of the controller of the 
corporation and that of the independent auditor, is somewhat different from 
that of the auditor or controller when reporting to stockholders or credit 
grantors. In reports to these administrative bodies there is generally little 
flexibility in the form or content of the report. This is prescribed, and it is 
the duty of the accountant to fill out the report as nearly according to regu¬ 
lations or instructions as possible. He does not have any responsibility for 
the form, and he has no responsibility for the impression it may make on 
the government department, as the government department has exercised 
its authority in prescribing the form. Some government accounting forms 
give definitely false impressions under particular circumstances. The case 
of several railroads which are required to present their accounts in a certain 
manner by the Interstate Commerce Commission, where such accounts 
clearly and definitely misrepresent the income of these railroads, is a good 
example. However, if it can be established that the facts are correct and the 
form has been followed, everything which the accountant can or should do 
has been done, except possibly to append a disclaimer to his report and to 
protest the inapplicability of the form. 

4. Use of mechanical equipment 

Another general requirement of any accounting system, or perhaps some¬ 
thing which any management is entitled to expect from its accounting 
advisors and officials, is the fullest and most economical use of the mechan- 
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iral equipment best adapted to the company’s business. There arc few 
operations of an accounting system whtch eannn, be unproved and facili¬ 
tated by mechanical means. The trouble generally is not to find a mechanical 
means of solving the problem but to choose among the means offered. 

The controller or office manager organizing a new office generally suffers 
from what might be called an embarrassment of riches in this respect. Every 
mechanical accounting device has its own place and its own advantages. 
There is probably none which does not fit admirably into some situation 
The salesmen for these machines and devices arc intelligent men, often well 
trained in accounting and system work, and it is their business to exhibit 
the good points of their particular products. It is the duty of whoever is 
responsible for installing and improving the accounting system to weigh 
these various claims and to see how the devices can best be adapted to the 
business at hand. Some tvpes of calculating and tabulating machinery are 
valuable where large volumes of work are to be taken care of but are unprac¬ 
tical or uneconomical where the volume is small. Others are highly efficient 
with a small volume of work and fall down when the volume is increased. 
Some organizations require highly specialized machines for particular woik. 
while others need a general machine which can be turned to a dozen differ¬ 
ent uses. There is a fairlv abundant literature in this field, and the claims of 
the companies manufacturing the machines are generally well founded from 
a positive point of view. In other words, it is safe to assume that if some¬ 
thing is not claimed for a machine, the machine will not have that character¬ 
istic or will not perform that particular operation. 

It is, of course, well to standardize. Generally speaking, it is better to use 

the same machine for the same purpose in every branch or department. 
Maintenance and repair will he simplified and will be less costly, and opera¬ 
tors will be interchangeable if it is necessary to concentrate on one depart¬ 
ment which temporarily has an extraordinary work load. Here again the 
real answer is a good knowledge and careful analysis of the business and the 

operations. 

One cautionary note might he sounded. A machine which performs an 
operation efficiently hut which leaves a record which cannot easily be 
audited is not so good as one which does a similar operation hut w ic i 
leaves a record which can readily be audited. Every auditor has had expe¬ 
rience with mechanical systems which worked fairly well as far as the opera¬ 
tion (say getting out bills, recording accounts receivable, or writing payroll 
checks) was concerned but which left statements and summaries which 
could be proved only by doing a large part of the work over again. This is 
seldom necessary and mechanical means can almost always be devised which 
will provide for proper detail checks and for adequate total and cross c icc s 
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of mechanical work. It sometimes requires a little extra effort in planning 

the system but it is well worth the effort in the time saved by the company’s 

internal auditors and by the company’s independent accountants. One of the 

purposes of records is to produce something that can be audited, and this 
purpose should never be lost sight of. 

5. Background of accounting 

Nature of the accounting process. When we are deciding on what to ex¬ 
pect from an accounting system, the fundamental nature of the accountino 
process must be considered. Accounting is basically a descriptive art. It is 
a method of presentation, a language, a method of description—what San- 
tayana has so aptly termed “a universe of discourse.” 

We are describing one aspect of industrial, financial, trading, or govern¬ 
mental enterprises when we use accounting. The aspect which we describe 
is the financial, the numerical side of the operations. In all but the smallest 
enterprises this method of description is essential to operation. 

Purpose of accounting. As in all other organizational devices, the principal 
purpose of accounting is to permit one man to control and understand oper¬ 
ations which would be incomprehensible to any single human mind without 
the aid of such a method of description. It has been said with some reason 
that one of the causes of the disintegration of the Roman Empire was the 
difficulty, if not the impossibility, of maintaining contact and organization in 
all the different far-flung sections of the Empire when records had to be 
expressed in Roman numerals and when all calculations except those which 
could be made mentally had to be made on the bead frame or abacus. It is 
difficult to imagine the confusion which would result from attempting to 
operate the United States Steel Corporation or the American Telephone and 
Telegraph Company if such means of numerical expression and calculation 
had to be used. On the other hand, the mere provision of the means of 
proper accounting does not indicate that enterprises will be carried out on a 
basis of sound and satisfactory organization. The Mayas of ancient Guate¬ 
mala and Yucatan had a highly advanced and efficient numerical system. 
This, however, was used almost entirely, so far as any records indicate, for 

astronomical and calendar purposes. There is no record of its use for com- 
mercial or organizational purposes. 

S/ow development before twentieth century . Every student of the history 
of calculating machines knows Blaise Pascal built, around 1640, a number of 
calculating and adding machines, basically similar in principal to most 
wheel-driven machines of the present day. The changes which have been 
inaue since Pascal’s day are not matters of principle but are merely increased 
speed oi operation and modifications such as the negative total device, print- 
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devices and the like. Practical calculating machines were not on the 
Market until the eighties or nineties of the nineteenth century. Since then, 
rt all know, the development of machines of this type and of other cal- 

culat'ne and adding machines has been phenomenal. 

What is the reason for this slow development? Is it because some n w 
principles were discovered? None were necessary. If there had been a suffi¬ 
cient demand, if there had been a great enough necessity for a calculating 
machine Pascal’s machine could, in all probability, have been developed ,n 
ZZn a hundred years after its invention. It required no new discovery 
such as steam or electricity, to make his machine practical. It require 
merely a working out in detail of what was already known and understood- 

The development, say. of the chronometer in the eighteenth century which 
made exact long-distance navigation possible, was no more difficult than 
would have been the development of a speedy and 

calculating machine from the beginning made by Pascal. The real reason 
no such development took place was that commerce did not imperatively 
demand such a machine. Commercial enterprises were c; 

■»' Z' C ’tw, 

the most highly mechanized industry. We all remember Adam Smith 
famous illustration of the making of pins as an example of what he ca 
the "division of labor” or what we would now call mass product! . 
course the pin manufacture now seems to us very simple, very easily c - 
trolled Another condition which delayed the introduction of accounting 
systems which were efficient in detail was the fact that clerical labor wa^ 
abundant and quite poorly paid. All these things tended to "'ork toge he 
make it unnecessary to develop anything like our present accounhng system^ 
Utilitarian character of accounting. While accounting is unden aWy a 
art it is an art which does not and should not exist in and of itself, lhe 
mathematical elegance of the basic concept of double entry has fascin 
many minds, including that of Goethe, who once said that double entry w- 
one of the "fairest inventions of the human mind. Nevertheless 
true that a detailed description of unimportant lacts by means o 
entry is of little value except possibly as an example for teaching. 
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Tn literature or painting we mav have a description of something quite 
unimportant in itself which, bv the mere description and by the implications 
which the author or artist brings into it. is of the utmost human importance. 
Accounting, however, cannot accomplish this. Accounting is a strictly and 
purely utilitarian art. Its only value is in its results. The only way in which 
it develops is in response to the needs of business, government, and individ¬ 
uals. It is the basic means by which single human minds, or a group ol 
human minds, transcend some of their fundamental physical limitations 

when they come to deal with matters beyond what we might call the verbal 
or pictorial scope of any mind. 


It is the conditions and necessities which call forth the developments in 
accounting. Developments in accounting have taken place step by step with 
developments in industry, commerce, and government. The first large and 
well-organized business operations in modern or medieval Europe were those 
directed by the Church. We find therefore, some of the earliest examples of 
accounting, and double-entry accounting at that, in the accounts of the 
monasteries. We find that the first well-organized public debt, the securities 
of which were sold to the public, was instituted by the Vatican. 1 Next we 
find that accounting was applied to the results of commerce in the great 
trading republics of Italy, Florence, Genoa, and Venice, for example. 
Accounting was applied in a smaller way to manufacturing and on quite an 
extensive scale to banking. This is because these were the activities which 
were of importance in the Middle Ages and in the days of the Renaissance. 
Such cost accounting as then existed was rudimentary in the extreme, because 
small enterprises generally had no need for more cost accounts than the 
proprietor could carry under his hat. 

Accounting develops with industry. As Great Britain was the first country 
to feel the full impact of the Industrial Revolution, so it was the country 
where accountancy developed first and developed to the greatest extent. 
Professional accountancy was recognized in Scotland in the middle of the 
nineteenth century, about thirty years later in England, and about twenty 
years later in this country. It is now, of course, a well-recognized profession 
here, with several important specialties. It has developed so much that no 
accountant can pretend to be a master of all features of his profession. No 
man can at once be an expert in accounting for corporate financing, in 
income-tax accounting, in cost accounting, in public-utility accounting, in ac¬ 
counting for consolidations and holding companies, in budgeting, and in 
the giving of expert testimony and the representation of clients before admin- 


1 von Ranke, Leopold, History of the Popes , Vol. 1, Book IV, p. 319, Oeorpe Bell 
& Sons, Ltd, London. 1913. 
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i -trativc bodies (generally railed forensic accounting), to name only some 

of the specialized accounting fields. . 

All these activities have developed, not as a result of the initiative or inven¬ 
tiveness of accountants, but as a result of conditions in bus,ness and govern¬ 
ment and in the lives of individuals which required accounts and which 
required such sendees. The profession has. so far, never faded bus,ness and 
Government when new conditions arose. Whether present conditions- chang¬ 
ing value of currency, and unsettled political and ccononmc condit.ons-arc 
presenting problems the profession will not be able to solve ,s still an open 

'"iVAaf is expected of accountants. Having established, then, that account¬ 
ing is an art, that it is an art which is nothing in and of itself, and that it ,s 
a servant of business and government, let us examine what those who employ 

these servants called accountants expect from them. 

Some accountants may not relish being calle d servants. A httle thought 

however, should make everyone see that there is nothing derogatory m that 
title Probably no one ever has lived to and for himself alone, and certainly 
no one at the present time can do so. He must constantly serve others 
Shakespeare says in Cymbeline that “every good servant does not all 
commands; no bond but to do just ones.” According to the Apostle 
Matthew, as all of us know. Christ said: “He that is greatest among you 
shall be your servant.” We are all familiar with the phrase civil servant 
as applied to a member of the civil service of Great Britain. The title o 
servant to management, to the public, to government, >s a proud rather that 
a demeaning one. The accountant records what has happened. He classi¬ 
fies the information in such a way that management can make its decisions^ 
so that the proprietors of a business can understand what is going on, and 
so that those who wish to extend credit to the business will know whether 
they arc justified in doing so. He classifies the information so that the gov¬ 
ernment will know whether the client or the corporation by which he is 
employed is carrying out its duties and obligations toward the government. 
He also will tell the management, or any other legitimately interested party, 
the result of anv course of action under any given set of circumstances He 
will make this projection not as his employers wish ,t would work out, u 

as he secs the facts. . . i 

There is nothing incompatible in the idea of professional or personal dig¬ 
nity and the rendering of the service which the client or employer require^ 
The accountant, in his constructive capacity as a recorder of facts or 
in his critical or analytical capacity as an auditor, should not at tn 
same time have executive responsibility for that which he records or criti¬ 
cizes Although the service of the controller or any accountant performing 
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similar functions for a corporation is primarily to prepare an impartial 
record and to make an impartial critical review of the facts which he 
records, it is nevertheless impossible and undesirable for a man of such posi¬ 
tion to have no voice whatever in executive policies or decisions. So far as 
his own department is concerned, the controller has, or should have full 
executive responsibility. When decisions of general policy are discussed, for 
example, questions having to do with production, technical changes, expan¬ 
sion of business, advertising, promotion, or the like, the controller often takes 
part in the discussion but should naturally confine himself to the financial 
aspects of such questions. His statements and opinions on the financial, tax. 
cost, and accounting features of the questions under discussion should be 
made available to management. The controller should not, of course, have 
executive responsibility for technical, operating, or sales decisions. 

Many accountants have become capable executives, and it is frequently 
greatly to the advantage of an enterprise to choose an accountant for such 
a position, but the fact remains that once he becomes an executive he ceases 
to be an accountant or auditor. 

Division of work between public and private accountant. In all the fore¬ 
going, little distinction has been made between the accountant in public 
practice and the accountant in private or corporate employment. Most of 
the operations and functions described would be carried out, in a large and 
well-organized corporation, by the controller and his staff. At the other 
extreme, in a small organization, say, where only one bookkeeper was em¬ 
ployed, most of the work beyond the mere original recording would prob¬ 
ably be done by the professional public accountant. Between these two 
extremes we might have almost any division of work and circumstances. 
This would have to be considered when deciding on the propriety and neces¬ 
sity of work to be done by the professional accountant. Questions of inde¬ 
pendence and responsibility would arise, but this is not the place to discuss 
them. The bulletins of the Auditing Procedure Committee of the American 
Institute of Accountants, the rules of the Securities and Exchange Commis¬ 
sion, and numerous individual writers have covered this field. 

Accounting as a tool of management. In this section, accounting in all 
its forms has been described and illustrated from the point of view of the 
man who makes use of it, not from the point of view of the man who pro¬ 
duces the accounting results. The position of the man who uses the results 
of an accounting system is not unlike that of the man or woman who may 
be a skillful driver but who has practically no idea of what goes on inside 
the engine or under the hood of his automobile. In these days of highly 
complex and highly efficient and reliable cars, few of us really understand 
the operations of our automobiles. But we all know what we expect from 
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a car and wo know what it will do. True, we are all somewhat helpless 
when it breaks down, hut there is almost always a friendly and capable 
expert available to help us out of our troubles. If everyone who drove a car 
understood his vehicle, wc would have a nation of good automobile mechan¬ 
ics. but no one would have much time for anything else. So it is with 
modern accounting. Modern accounting is a useful and indispensable tool 
to modern business and industry, but no one but an expert can understand 

or operate the details of an accounting or cost system. 

There are two tests for an accounting system : (1) whether it produces the 
statements desired as promptly as it should, (2) whether it produces them as 
economically and efficiently as possible. Management generally has a good 
idea of whether the system produces the results desired, but no one but an 
expert can tell whether the system is actually operating efficiently and eco¬ 
nomically. There are few places in an enterprise where waste and leaks can 
be more serious and more difficult to detect than in the accounting and rec¬ 
ord keeping The fact that every employee works hard and conscientiously 
may be entirely irrelevant to the question of the proper operation of the 
system The fact that the most modern equipment is used may have nothing 
to do with its effectiveness, and the excellence of the statements may give 
little indication of the efficiency of the system. The real indications of econ¬ 
omy and efficiency are: (1) whether the system is designed to produce the 
statements with the least effort and the least amount of duplication, (2) 
whether the mechanical equipment most suited to the operation is used (not 
whether mechanical equipment of the best and most modern type is used). 
Another source of invisible leaks is requiring employees to do work which 
could be done by an employee of a lower grade or a lower salary. Unneces¬ 
sary work done in the most capable and industrious manner is wasted. 

Necessary work, even if it is not done perfectly, is of value. 

The question of whether a given accounting system is designed to operate 
efficiently and is operating efficiently is one which can be answered only 
after much study by a well-qualified expert. This expert may be an account¬ 
ing official of the enterprise, or he may be a public accountant. He wi 
never be an operating man, a technical man, or a salesman. Furthermore, 
examining into whether an accounting system is operating with maximum 
efficiency is not a thing which can be done quickly or easily. While an expe¬ 
rienced accountant can, almost as soon as he enters a strange office, get a 
general feeling of whether the office is well run or badly run, it will take him 
a long time, first, to prove that it is badly run, and second, to institute the 
necessary changes and improvements. There are certain general tendencies 
familiar to all accountants who have any breadth of experience. One ol 
these is that uniformity is something from which everything tends to depart 
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Another is that familiarity with work, if it Hoes not breed contempt, at least 
has a tendency to breed carelessness. Most employees whose work is not 
periodically checked have a tendency to take what seem to them well- 
justified short cuts. These generally result in incomplete records, which can¬ 
not be used for the purposes for which they were intended. In an integrated 
enterprise, uniformity, in some features of the accounts, is of the utmost 

importance. This uniformity is never attained except by continual check 
and inspection. 


The way for management to get the best results out of its accounting sys¬ 
tem is to have a competent man responsible for the operation of the system, 
whether this man be the chief accounting officer of the enterprise or whether, 
as happens in smaller enterprises, he is the public accountant. Management 
should hold such a man strictly accountable but give him great freedom of 
action. Management must also give such a man its complete confidence and 
give him all the information it possibly can about the business. Manage¬ 
ment should be demanding as to the results it requires, it should be keenly 
alive to the possibilities of accounting as a useful tool to management, but it 
should not concern itself about the details or about the means by which the 
information is collected and summarized. Modem accounting is a compli¬ 
cated and highly technical service to industry, and few men can be really 
fully effective as accounting executives and still be able to perform any other 
important business functions. If management and the accounting depart¬ 
ment each performs its own function and neither tries to encroach on the 
other, a smoothly running organization will result. If the place and function 
of each are not well defined and understood, waste, inefficiency, and lost 
motion are sure to result. 


% 
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HOW TO CONTROL YOUR 
DISTRIBUTION COSTS 


This section is concerned with the methods of controlling the costs of 
distributing or marketing your products as contrasted with the costs of pro¬ 
ducing them. 

The control of distribution costs is receiving increasing emphasis and atten¬ 
tion by business. More interest is being evidenced in the management of 
marketing costs for a number of reasons. Distribution costs may even exceed 
production costs in some lines. In the sewing-machine industry, for example, 
distribution costs were 46 per cent of sales, while the production costs were 
only 37 per cent. Another reason is that a growing amount of evidence 
indicates that there is an opportunity for reducing marketing costs, which is 
just as important as that for reducing production costs following the develop¬ 
ment of certain principles of ‘‘scientific management” in the factory. 


7. Misdirected marketing effort 

No company makes all its sales at equal profit. There is some volume in 
every business which is much more profitable than would be indicated by the 
company-wide profit ratio and a sizable proportion of other sales which arc 
much less profitable—or even unprofitable. These are basic facts of business 
life, which marketing executives encounter every day and of which they are 
aware in a general way. Yet these commonplace truths hold secrets which 
so far have been uncovered and acted upon by relatively few companies. 

How is it possible that a large part of the sales made by the individual firm 
may be unprofitable even though the business as a whole shows a profit? 

In most businesses a large proportion of the number of customers, prod¬ 
ucts, territories, and so on, brings in only a minor proportion of the sales 
volume. Such a distribution of volume would not necessarily result in un¬ 
profitable sales, except that marketing efforts, and hence marketing costs, 
all too frequently follow the number of customers, products, and territories 
rather than the actual or potential sales volume. In other vsoids, if market¬ 
ing effort were matched with the results for which it was “responsible,” it 
would be found that a large part of the distribution expenditures would be 
coupled with only a very small part of the total sales and gross profit results. 
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There arc inanv reasons why this disproportionate spreading of marketing 
efforts is common throughout our distribution system. Most firms, even the 
better managed ones, are unaware of the exact extent to which large portions 
of their marketing expenses are responsible for bringing in only a minor share 
of the sales volume. The managements of most firms usually measure the 
success of their marketing efforts solely by their total dollar sales volume. 
The manufacturers of branded consumers’ goods with a national market 
typically follow a policy of “100 per cent coverage of the market’’ in order 

to support their national advertising. 

Management, for the most part, lacks knowledge about the disproportion¬ 
ate spreading of marketing effort because of the difficulty of relating sales 
results to amounts spent. An even more fundamental difficulty is the lack 
of any reliable standards for determining what amounts should have been 
spent on marketing in the first place, and what results should have been 
obtained from these expenditures. For example, most companies have no 
scientific basis for determining how much should be spent for their advertis¬ 
ing in order to get the most profitable volume. 

The lack of reliable standards emphasizes a sharp difference between pro¬ 
duction cost control and distribution cost control. In controlling production 
costs, management is largely concerned with the effect of volume on costs, 
but when planning distribution costs, it is concerned, at least for some of 
these costs, with the effects of costs on volume (for example, the effect of 
advertising expenditures on sales volume). In our present state of knowl¬ 
edge, management is much less certain about the effect of marketing ex¬ 
penditures on volume than it is about the effect of volume on production 
costs. Thus, the right amounts and kinds of selling and advertising expendi¬ 
tures are both cause and eff ect of the most profitable sales volume for any 
company. It follows that the control of these costs is most difficult as well 
as most important. 

The objective of “controlling” distribution costs is, of course, to reduce 
them. The average* sales executive, however, seems to think of the control or 


reduction of his distribution costs as consisting only of setting up a budget, 
usually arrived at without any reliable performance standards, comparing 
actual expenses with the budget, and chipping away at various elements of 
expense which exceed the budget. At best, this method of attack may not 
get at the heart of the matter. At worst, it may do more harm than good. 
This could happen if the chipping process weakens needed selling pressures 
or curtails demanded distribution services, so that sales volume suffers and 
total unit costs are raised instead of lowered. 

The businessman is not or rather he should not be basically interested 
in limiting his over-all marketing expenditures to a certain number of dollars, 
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or in attempting to force each of these expenses within tlie mold of some 
arbitrarily-arrived-at ratio of expenses to dollar sales. The actual experiences 
of a number of businesses which have successfully achieved striking reduc¬ 
tions of their marketing costs show that an entirely different line of attack is 
necessary. Basically, this different approach involves a fresh and objective 
look at fundamental marketing policies, such as— 

How many and what kinds of customers to sell 

What channels of distribution to use 

What territories to cover 

What products to sell, and at what price 

To get this fresh look at fundamentals, and thereby accomplish a reduction 
in their distribution costs, many of these businessmen are using a manage¬ 
ment tool derived from their internal records. This tool, distribution cost 
analysis, is used to determine which sales are most profitable and which 
segments of sales are unprofitable. 

Examples of the actual results achieved and methods actually used by some 
businesses, which are described in the following pages, show how distri¬ 
bution cost analysis can be used as a management tool to reduce distribution 
costs. 1 

2. Customers 

Long-standing policies or philosophies, such as, “Customers are the life¬ 
blood of business,” or “Get the volume and the profit will take care of itself.” 
or the widespread belief that “100 per cent coverage of the market” is neces¬ 
sary in all cases to “support” the national advertising of consumer con¬ 
venience goods, help to explain why most businesses continue to sell to a 
large number of unprofitable customers. A further explanation can be found 
in the reluctance to adopt any action or policy that disturbs the status quo , 
such as doing something about unprofitable customers. Finally, of course, 
there is the fact that most businesses do not have sufficient knowledge of 
their marketing costs to enable them to uncover, with exactitude, their 
unprofitable customers. 

But the experiences of some businesses show conclusively that knowledge 
of unprofitable customers, and wise action based on this knowledge, can lead 
to increased selling effectiveness and substantial reductions in distribution 
costs as a result of greater efficiency, lower prices, and important increases in 
profits. This even applies, perhaps especially so, to manufacturers of 

1 The actual cases described in the following sections are taken from “How Manu¬ 
facturers Reduce Their Distribution Costs,” Economic Series 72, U.S. Department of 
Commerce (Superintendent of Documents, Government Printing Office), Washington 
D.C., 1948. 
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consumer-convenience goods with national advertising campaigns. To in¬ 
crease their profits, the businesses in the cases discussed below reallocated 
their selling and advertising effort to selected customers and prospects to 
bring these efforts into closer relation with sales and profit potentialities. 

Case 1. Customers were classified on the basis of the amount of their annual pur¬ 
chases, and marketing costs were allocated to each size group. Of the total number of 
accounts, 41 per cent, bringing in only 7 per cent of the sales, were found to be unprof¬ 
itable. Over a period of years, most of these unprofitable customers were dropped. In 
a period of 4 years, sales increased 76 per cent, marketing expenses were cut in half 
from 22.8 to 11.5 per cent of sales, and a net loss of 2.9 per cent of sales was changed 

into a net profit of 15.0 per cent. 

Case 2. During the war, this business changed a policy of 100 per cent coverage to 
a policy of selective selling. The number of stores contacted by salesmen was reduced 
by almost one-third. In the first year after the change, the company operated with half 
the number of salesmen, while sales increased over 45 per cent. Since then (1941 to 
1945), sales increased 82 per cent, marketing expenses were reduced from 31.8 to 18.2 
per cent, and operating profit rose from 4.7 to 14.8 per cent of sales. 

Case 3. Although this businessman sold through exclusive distributors and fran¬ 
chised dealers, he found that he had too many outlets. Poor merchandisers and those 
unprofitable to the company were eliminated; the number of dealers was reduced from 
12 000 to 5,000 in round numbers, while 93 wholesalers were also dropped. Sales %ol- 
ume doubled, and the company’s marketing expenses were cut in a period of 2 years 

from over 13 to 7.32 per cent of sales. 

Case 4. A distinction was made between fixed and variable marketing costs, and the 
latter were allocated to customers to find the relatively unprofitable ones. It was real¬ 
ized that not even all the variable expenses would be automatically saved or reduce 
if unprofitable customers were dropped, so management drew up a definite plan ot cost 
reduction in each case where a group of unprofitable customers was to be eliminated. 
Sales executives were at first reluctant to drop customers, even though they were 
unprofitable, because advertised products would not be available in all possible outlets. 
In spite of dropping customers, however, sales volume increased, while over a period 
of years the ratio of distribution expenses to sales declined more than 50 per cent. 

3. Channels 

A determination of what is the “host” channel of distribution for any busi¬ 
ness involves an appraisal of a large number of specific factors. Many of 
these factors have broad applicability to all businesses; they relate to sales 
volume, the costs involved in obtaining that volume, and the resultant profit. 

It is axiomatic that any business should use those trade channels which 
will produce that combination of sales volume and cost which will yield the 
maximum amount of profit. However, the most profitable sales volume is 
not the greatest attainable sales volume, whereas, on the other hand, the 
“best” cost is not necessarily the lowest possible cost. Moreover, both the 
short-run and the long-run points of view must be taken into consideration. 
Consequently, the determination of the most profitable channels ot distribu¬ 
tion is not a simple job. 

When analyzing the comparative advantages of different channels, many 
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businessmen give primary consideration to the factors related to sales volume, 
without giving sufficient consideration to the relative marketing costs in¬ 
volved in obtaining that volume or to the comparative net profits. One likely 
explanation for the difficulty in making sound decisions regarding problems 
in connection with channels is the lack of adequate cost information. 

When a business is alreadv using several different channels, then a cus- 
tomer cost analysis (with customers grouped by class of trade instead of by 
size) will show the relative costs and profits by channels. More usually, 
however, the problem is to compare actual costs and profits of present classes 
of trade with estimated costs and profits of alternative channels under con¬ 
sideration. In this case, the problem is not so simple, and it may not always 
be possible to determine what the results will be until an experiment has been 
tried. 

The cost analyses and experiments of the businesses whose experiences are 
described in this section show that the choice of the most profitable channels 
is a problem to be solved individually by each business. A channel that is 
the most profitable for one firm may not be so for another competitive firm. 
These cases do show, however, that there is considerable opportunity gen¬ 
erally to reduce costs and increase profits through analyses of relative costs 
and profits by channels. 

Case 1. This company distributes through three major channels—route sales, direct 
shipments, and sales through wholesalers. A test study was made of marketing costs 
for one of these channels—route sales—subdivided by class of trade and by size of cus¬ 
tomer. The results showed that 87 per cent of the route customers were probably 
handled at a loss. It is planned to extend this study to cover all channels of distribu¬ 
tion and, if the results arc the same, the company intends to revamp its entire distri¬ 
bution svstem. 

Case 2. A distribution-cost analysis showed that 95 per cent of all the customers 
sold direct in one small area were unprofitable. By applying the results of this analysis 
to the over-all company picture, two-thirds of the direct customers were estimated to 
be unprofitable. As a result of these studies, the company is in the process of changing 
its channels of distribution by transferring unprofitable small accounts, served direct, 
to its dealer organization. On the basis of accomplishments so far, the company expects 
to achieve lower inventory, overhead, and breakeven points, a 15 to 30 per cent net 
reduction in marketing costs, and a 20 per cent increase in net profits. 

Case 3. In direct contrast to the preceding case, a cost analysis showed that indus¬ 
trial users sold direct were more profitable to this company than dealers. However, 
variations in cost and profit by size of customer were more significant than variations 
by channel of distribution. Salesmen were instructed to stop calling on small dealers 
and to spend more time with large industrials. Distribution costs were reduced by 38 

per cent in 1 year. 

Case 4. A somewhat unique graphic method of cost analysis was used to separate 
the variable from the fixed element of each category of marketing cost and for getting 
costs at different levels of sales volume. Variable costs were allocated to four different 
channels of distribution. As a result of these analyses, one entire channel of distribu¬ 
tion was discontinued, as were small customers in another channel, while sales pressure 
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on the remaining profitable customers was increased. In one year, net profits doubled 
from $150,000 to $300,000. 

Case 5. Three comparable test areas were chosen, in each of which a different chan¬ 
nel of distribution was used for a trial period of 1 year. This was thought to be the 
only sure way to find out what would happen to sales, costs, and profits if new sales 
channels should be adopted. As a result of these tests, far-reaching changes in market¬ 
ing methods are being made by this company. Distribution costs arc being cut by 
approximately 50 per cent, and profits are rising correspondingly, while prices have 

been reduced. 

4. Orders 

Small orders have long been an obvious cause of high distribution costs 
and unprofitable sales. Most businesses have a small-ordei probltm, but 
many of them arc prone to accept it as one of the basic conditions of distri¬ 
bution for which there is no real solution. Most businessmen have long 
suspected that small orders are a source of losses, but very few of them have 
any accurate facts as to the dividing point between profitable and unprofit¬ 
able orders or as to the exact extent of the losses caused by unprofitably 
small orders in their own business. 

Of course, no business can do away entirely with small-order losses. But 
the experiences of the companies which have made attempts to do something 
about the small-order problem show that many lines of action are possible, 
and that the problem is susceptible to control. The first step is to make an 
analysis of distribution costs and profits—or losses—by size of order. The 
problems of dealing with unprofitable orders are, of course, closely related 
to cost control and cost-reduction methods as they relate to unprofitable cus¬ 
tomers. Likewise, the techniques of cost analysis by orders are similar to the 
process of customer costing, involving merely a different classification of 

sales. 

Case 1. Most of the orders received from 57.5 per cent of the number of customers, 
comprising 2.7 per cent of total sales, were found to be unprofitable. This unprofit¬ 
able business was dropped, and sales effort concentrated on the remaining profitable 
volume. Salesmen were thereby relieved of 50 per cent of calls formerly made. I hi* 
enabled them to do a better job by increasing their volume of profitable orders, while 

reducing their traveling expenses. 

Case 2. This businessman made a cost analysis to determine the minimum size of 
order which could be handled at a profit; over 50 per cent of all orders received were 
found to be unprofitable. As a result of this analysis, the company changed to a plan 
of selective distribution, so that the proportion of unprofitable orders has been cut from 
over 50 to less than 10 per cent. 

Case 3. This company also made a cost analysis to find the minimum size below 
which an order could not be filled at a profit. After a careful study of all the possible 
effects, it was decided not to accept any orders below this minimum. Not one customer 
was lost due to this policy, and unit distribution costs were reduced bv one-thud. 

Case 4. A pilot study of the cost of handling various-sized orders showed a range in 
marketing cost from 4.24 to 21.52 per cent of sales. The results were so revealing that 
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it was decided to make a more extended analysis. This analysis revealed that the total 
marketing costs for orders of less than $3 73 were 21.32 per rent of sales, whereas the 
cost of handling the largest orders was only 4.24 per cent. Needless to sav, orders in the 
smallest size-classes were handled at a loss. Most of the unprofitable orders were elimi¬ 
nated, as a result of a change in marketing policy, and the ratio of distribution costs to 
sales was reduced bv one-third. 


5. Territories 

Analysis usually reveals wide variations in the ratios of sales to regional 
potentials as between the different territories of a company’s market. Busi¬ 
nesses covering a large market often get strikingly different results from terri¬ 
tory to territory, judged against any measure of the potential business 
available. These irregularities in sales are usually the result of at least a 
partial disregard of regional sales possibilities in the distribution of salesmen 
and advertising to territories. Many firms reduced their distribution costs by 
reapportioning their selling effort, after analyzing these regional differences 
in the ratios of sales to potential. 

Analysis also reveals wide differences in distribution cost and relative 
profit ratios as between different territories. Distribution cost analysis pointed 
the way to greater profits by enabling some companies to realign their selling 
effort and to concentrate their resources against the more responsive seg¬ 
ments of their market. Other steps taken to correct the faults disclosed by 
these cost analyses, such as the reorganization of territories, also resulted in 
substantial cost reductions as well as in increased selling effectiveness. 

Coverage of more than a profitable amount of territory is common. Al¬ 
though a continued high level of production and employment requires an 
expanded volume of over-all sales, unprofitable market coverage will in the 
long run benefit no one. Several firms reduced their costs and increased their 
profits by eliminating unprofitable territories. Furthermore, potential de¬ 
mand in a new market is only one important factor affecting a decision of 
market expansion. Distribution cost considerations also enter into a decision 
to establish new sales territories on a profitable basis. 

Case 1. An index of actual sales in relation to potential sales for each product in 
each territory enables this company to find, diagnose, and correct sales “soft spots ’’ 
As a result, sales have increased 366 per cent and there has been a 45 per cent reduc¬ 
tion in the ratio of field sales costs as compared with the average for the period 1939 
to 1941. t' ■ 

Case 2. Towns with the lowest “net yield” (gross profit minus direct costs) have 
been identified by this company, and it has been determined how much travel costs 
could be saved if they were eliminated. This has enabled the management to form a 
judgment as to whether or not a town should be visited and how often. On this basis 
approximately 28 per cent of the total number of towns covered were found to be 
unprofitable, and they were either eliminated or the number of calls was reduced. Dur¬ 
ing a 15-year prewar period, the total number of salesmen was cut from 334 to 189 
while sales rose from $10,000,000 to $22,000,000. ’ 
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6 . Salesmen 

The average businessman is keenly aware of the necessity for controlling 
the cost of his sales force. But the typical businessman apparently views t c 
control or reduction of his selling costs as a process of arbitrarily educing 
specific elements of expense which appear “out of line as compare wt a 
budget, or else he asks himself the question. “What can we d,m.na,e-do 
without—do more cheaply?” This approach, however, has been viewed by 
some as a “destructive” approach and as a method of attack which docs n 
really get at the heart of the problem of reducing selling costs. 

Others have taken what may he regarded as a positive and constructive 
approach to the problem. These firms concentrate on getting increases in 
sales volume from the same or even smaller selling expenditures by app 
tinning selling effort in closer relation to potential volume, thereby reducing 

un ,t costs, • 

Analyses of the relative costs and profits of individual salesmen, C°' T, P arl ‘ 

sons of sales with regional sales potentials, and routing and scheduhng o 

salesmen are some of the management tools used to reduce selling 

through this positive approach. The firs, two of these management too s a 

well as actual experiments in changing the number of salesmen in a sptc 

territory, have been used to settle the ever-present problem of determining 

the most profitable number of salesmen to he assigned to each territory. 

Setting up a detailed route and a definite schedule of calls for each salesman 

proved to be a most effective way for achieving substantial cost reduction. 

increasing the proportion of actual selling time spent in the presence 

customers. 
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Case 1. Regional sales potentials, territorial cost analyses, and actual experiments 
in changing the number of salesmen arc used by this company as guides in the terri- 
tonal apportionment of selling effort. Other factors, such as a tendency toward dimin¬ 
ishing returns from selling effort, are also taken into consideration. More efficient 
apportionment of selling effort by territories was one of the factors responsible for a 
decline of more than 50 per cent in the ratio of variable selling expenses to sales 
during the 4 years preceding the Second World War. 

Case 2. Under their old system, this company’s salesmen spent much time and 

money in unnecessary travel. Under the new, definite routes were laid out for each 

salesman which provided the best coverage with the fewest miles of travel. Rerouting 

increased average selling time spent with customers by 19 per cent, saved 1.5 million 

miles of travel per year for 105 salesmen, and net travel savings totaled more than 
$65,000 per year. 

Case 3. The basis of organization of this company’s salesmen’s territories was found 
to be a serious cause of inefficiency and high costs, especially after unprofitable towns 
and customers were dropped from salesmen's territories. Sales calls were routed and 
scheduled to reduce costs and to ensure the proper frequency of calls on customers. 
As a result, within a period of 4 years, sales increased 76 per cent while the number 
of salesmen was reduced 20 per cent and travel expense was cut 53 per cent. 

Case 4. Since travel and waiting were found to take up as much as 80 per cent of 
the salesmen's time, an extensive routing and scheduling system was set up to increase 
the proportion of actual selling time spent in the presence of the customers. As a result 
selling time was increased from a low of 20 per cent to as much as 50 per cent of total 
salesmen’s time. The number of salesmen was reduced from 334 to 189 over a period 
of 15 years, while sales rose from 10 million dollars to 22 million dollars. 

7. Products 


The urge to increase volume, so as to utilize plant, marketing facilities, 
and personnel more economically, has caused many firms to add new prod¬ 
ucts to those already handled. How far the combined selling of products 
may be extended economically depends on several factors. If these new 
products appeal to similar consumer groups, sell through the same channels, 
move to the same markets, and require equal amounts and similar kinds of 
selling efforts, adding them may be profitable. 


On the other hand, lack of uniformity in these and other respects often 
creates many managerial problems. The manufacturer may find the advan¬ 
tage of more complete utilization of facilities and personnel offset by such 
difficulties as the training of salesmen to sell a multitude of products and the 
managing of distribution for dissimilar products. 

Where products are marketed in combination with others, their individual 


sales rates depend to a considerable extent upon their “family” relationships. 
That is, a product’s sale may depend not only on its own characteristics in 


relation to the market, but 


also on the degree to which its distribution fits in 


with that of other products. Where perfect conformation takes place, tin¬ 
selling of an additional product may, within limits, bring about substantial 


economies. 
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However the selling of different products involves the use of facilities and 
personnel in varying degree because of differences in their phys,cal charac¬ 
teristics, handling requirements, sale in varying amounts, and distribution to 
different classes of customers. As a consequence, the distribution expense 
for some products is very much greater than for others sold by the same firm. 

and the different products earn varying rates of net profit. 

As in the case of customers and territories, product cost analysis and com¬ 
parison of actual sales with potentials reveal that many companies have 
expanded their product lines unprofitable. Shifting efforts from less profit¬ 
able to more profitable products, or eliminating unprofitable products en¬ 
tirely, resulted in more efficient selling efforts, lower costs and prices, and 

higher profits. 

Cast 1 Actual and potential sales volume and other factors were the basis on which 

SSSSSSSSteSSSsits 

bution expenses were reduced 55 per cent. 

Case 2 A new product was added and promoted vigorously because of »* hl * h 

total distribution costs per unit of product declined from 65 to 59 
profits rose from 9 to 1 7 cents. 

Case 3. Annual profit-and-loss statements arc prepared for each line in this: ■ - 

nnki'ng ^i^oTautiiii^eoninlo^ dhtributioi^^arifitics! 0 ff'heseHprofit-and-loss statements 

^s d by management in connection with product developmentI 

cs szsx £=s ssr«rK s- - 

Case 4. Standard unit order-filling (office and warehousing) costs are alllocal, 
each of approximately 175 commodity classes. These standard unit order-fill g 
have helped the company accomplish a more effinent order-filling J^. vl lc rcl^^^ 
profits by product classes have helped to concentrate selling elToils on the mos p 

able products. 

8. Physical distribution 

An additional course of action for reducing marketing costs-and one 
which might well precede those described above is to make cost slut ies o 
the performance of internal or physical distributive f,motions, such as sto - 
•i<re inventory control of finished goods, order assembly, billing, tectum,. 
Shipping, and delivery. Many firms have found that there are important 
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opportunities for eliminating inefficiencies in the performance of these dis¬ 
tributive functions. 

Some companies have benefited from the experiences of progressive whole¬ 
salers in improving their physical distributive operations. For instance, the 
modern, one-story, streamlined warehouse building in the wholesale grocery 
trade is an outstanding example of how efficiency can be improved and costs 
reduced. Here orders are made up according to the assembly-line principle 
and mechanical tabulating equipment is used for preparing invoices, for 
making sales analyses, and for perpetual inventory control. 

The experiences described in this section show that there are many practi¬ 
cal possibilities for reducing costs by eliminating inefficiences in the physical 
distributive functions. 

Cose 1. A study by this company revealed that it cost more than twice as much to 
handle the same amount of the same kind of merchandise in one company warehouse 
as in another. Remedial actions resulted in net annual savings of $70,000. 

Cose 2. In this company’s highest cost warehouse, the cost per case of merchandise 
handled was more than eight times that of the lowest cost warehouse. A typical case 
of merchandise was physically handled 14 times before it was delivered to a customer. 
By using pallets and fork trucks, this was reduced to three handlings, with a warehouse- 
labor saving of 9 cents per case. These and other savings added up to $100,000 in 1 
year, and when several new warehouses have been constructed, annual savings in 
excess of $250,000 are expected. 

Case 3. A detailed analysis of delivery operations was made by this company, includ¬ 
ing the placing of time-study men on delivery trucks. For each truck studied,’ various 
cost factors were computed, such as the cost of deliveries for any size and any distance. 
These cost factors were the basis for far-reaching changes which resulted in reductions 
in delivery costs, as well as in other cost savings, such as in warehousing. Over a 10- 
year period there was a 50.4 per cent reduction in unit marketing costs, amounting to 
savings of over $2,000,000 per year. 

9. Evaluation of cost-reduction experiences 

Several questions are likely to arise just because the experiences of the 
companies which have been highlighted in the preceding sections are so 
striking. These questions are discussed below: 

Are the above cases extreme examples , or could others expect similar re¬ 
sults? It is probable that when time-and-motion studies, cost accounting, 
and the principles of “scientific management” were first being developed in 
the factory, skepticism greeted the announced results of increased output and 
reduced unit costs. Now, however, hardly anyone would question the very 
great achievements in the way of increased output per man-hour and reduced 
unit factory costs since the 1880’s when Frederick Taylor developed certain 
principles of scientific production management; yet production men would 
be the first to admit that unit production costs are still very far from their 
irreducible minimum. It should not be too surprising, therefore, to find cases 
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where striking achievements have been made in the reduction of unit distri¬ 
bution costs. 2 

Even in the more efficiently managed companies there is much misdirected 
marketing effort and, therefore, important opportunities for reducing distri¬ 
bution costs. Furthermore, disproportionate spreading of marketing efforts 
appears to be common throughout our distribution system. Rather than the 
above cases being extreme examples, therefore, it is probable that others, if 
they took similar action, could expect to achieve improvements in their 
efficiency and reductions in their distribution costs at least as striking as those 
which were highlighted in the preceding pages. 

Is the use of management tools such as distribution cost analysis and mar¬ 
ket potentials solely responsible for the results achieved? Some firms have 
greatly reduced their costs and increased their profits by abandoning “indis¬ 
criminate distribution.” or a policy of “100 per cent coverage” in favor of a 
policy of “selective distribution.” The actual experiences outlined above 
clearly demonstrate that the use of distribution cost analysis and market 
potentials as management tools for eliminating misdirected marketing efforts 
offers to most businesses an important opportunity for reducing distribution 
costs, increasing net profits, and lowering prices. 

Of course, other types of marketing research, in addition to distribution 
cost analysis and market potentials, need to be brought into play in connec¬ 
tion witli a policy of selective distribution. For example, in product selection, 
while distribution cost analysis is most useful in discovering unprofitable 
products already being sold, additional market analysis is needed to find out 
in advance what new product fields should be entered, and how the entry 
into the new market should be made for maximum profit. 

Also, there arc other very important marketing policies which have a bear¬ 
ing on the control and reduction of distribution costs. For example, the 
proper selection, training, and compensation of salesmen; the correct organi¬ 
zation of the sales department; the use of sales forecasting and budgetary 
control; the careful formulation of the advertising plan and the selection of 
advertising mediums—all these play important and familiar roles in distribu¬ 
tion cost control which should not be minimized. 

In many of the cases, increases in sales and reductions in costs following 
various changes in distribution policies have been due in large part to rises 

2 It is not to be inferred from the above that what is suggested is an application of 
so-called “engineering thinking” to the problems of distribution. Rather, the parallel 
to be drawn is between the very large reductions in unit production costs, which actu¬ 
ally have been achieved, and the possibly equally great (if not greater) opportunities 
for reducing unit distribution costs by the development and use of management prin¬ 
ciples and techniques peculiarly adapted to the more difficult problems in the field of 
distribution. 
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in price levels and to generally favorable business conditions. However, 

allowance for these “extraneous” influences docs not detract from the validity 

of the cases as a whole as examples of the cost reductions which can 

be achieved by the use of distribution cost analysis and market poten¬ 
tials. 

What caused increased sales volume in spite of the fact that, in some cases , 
selling and merchandising efforts were reduced to an even greater extent 
than the reduction in the number of unprofitable customers, towns, and so 
forth? A policy of selective distribution led to increased profits by one or the 
other of the following routes: 

Where the total expense that was saved exceeded the gross margin that 
was given up as the result of dropping a segment of unprofitable sales 

Where the marketing efforts and total expense were reduced, while sales 
were maintained, as the result of better apportionment of effort 

Where the marketing effort and total expense were maintained, while 
sales were increased, as the result of better apportionment of merchan¬ 
dising activities 

Where, although marketing effort and total expense were reduced, sales 
were actually increased—also as the result of apportioning effort in the 
closest possible relation to potential sales results 

While some companies reached greater profits by all of these routes, it is 
the last one, of course, which calls for an explanation. In some companies, 
the misdirection of marketing effort was of large proportions; that is, a dis¬ 
tribution cost analysis showed that a very large part of the distribution efforts 
and costs were matched up with a small but very unprofitable segment of the 
company’s total sales. When these unprofitable sales were dropped, the 
diversion of some effort to profitable areas increased sales at the same time 
that cost per unit fell and net profits rose. 

WiU the elimination of unprofitable sales cut off small business from 

sources of supply? Some have objected to the general adoption of a policy 

of selective selling on the ground that many small businesses would be cut 

off from a source of supply. Such an objection, however, appears to be 
groundless. 

In the first place, selective selling does not mean that all small-volume 
sales fall in the unprofitable category, or, conversely, that only small-volume 
sales may be unprofitable; nor, as will be discussed below, does it follow that 
all unprofitable sales should be eliminated. In some cases, a very large busi¬ 
ness may be an unprofitable customer to a particular supplier because of its 

small orders and requirements from that supplier, whereas a small business 
may be a profitable customer. 

One wholesaler who has been following a policy of selective selling for the 
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past 15 years through the operations of his voluntary group explained as 
follows why this policy does not cut off retailers from a source of supply. 


It is a fallacy to assume that selective selling would cut off many food outlets from 
a source of supply if generally adopted. If each retailer concentrated his purchases 
with a relatively few sources of supply, then, instead of retailers buying from man) 
wholesalers, and instead of wholesalers selling a large number of retailers, each retailer 
would have a few sources, each wholesaler would have fewer customers, and there 
would be closer relationships between wholesalers and retailers and lower operating 
c osts—to the benefit of all concerned. 


Finally, some suppliers, such as wholesalers, have found it profitable to 
organize their entire operations so as to handle efficiently the business of 
relatively small-volume dealers. Surrounded by other wholesalers who were 
competing vigorously for the business of the largest retailers in the area, the\ 
have concentrated on selling a segment of the market in which they could, 
and did, operate profitably. 


10. Converting loss sales to profitable volume 


Although the cases highlighted in preceding pages place apparent em¬ 
phasis on “dropping” unprofitable products, customers, and territories, it 
should be stressed that there are many practical possibilities for converting 
losses into profits other than by the elimination of unprofitable sales. For 
example, the following list, by no means exhaustive, shows some of the poli¬ 
cies that can be adopted for converting relatively unprofitable commodities 

into sources of profit: 


Simplify the line. Reduce the number of sizes, styles, qualities, and price 
lines. Simplification may result not only in reducing distribution costs, 

< but also in increasing sales, by permitting concentration of advertising, 
selling, styling, and design on a smaller number of items. One knitting 
mill, for example, sharply reduced its storage costs and inventory losses 
by restricting the variety of articles ofTered for sale and attributed a 
rapid increase in sales to this policy. 

Repackage the product. A change in the package may reduce the direct 
costs of packing, and the new container may make possible reductions 
in transportation, storage, and handling costs. A new package may also 
influence the volume of sales. 

Increase—or decrease—the amount of advertising and promotion work. 
Whether it would be profitable to increase or decrease advertising de¬ 
pends on such factors as the effect of advertising on volume of sales 
and the effect of the volume of sales on unit production and distribution 


costs. 


Decrease the price. Sometimes, it may actually pay to reduce the price 
of unprofitable commodities. When consumer demand is so elastic that 
a small reduction in price leads to a substantial increase in sales, the 
result may be a greater excess of dollar gross margin over distribution 
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costs than the not contribution of the commodity at the old price. This 

mav romr about as the result of both an increase in the unit of order. 

with a reduction in costs, and an increase in total sales sufficient to at 

least counterbalance the loss of gross margin per unit of sale that follows 
the price reduction. 

Increase the price. Where an increase in price may lead to only a small 
ieduction in sales, it may be possible to raise the price in order to re¬ 
cover the loss on unprofitable products. This would be true if the 
increase in dollar gross margin would exceed the increase in per-unit 

cost of production and distribution that might result from the lower 
volume or the smaller unit orders. 

Many possibilities also exist for minimizing the losses resulting from orders 

that are relatively unprofitable because of their small size. Some of these are 
outlined as follows: 


Devise special routing for handling small orders. An electrical manufac¬ 
turer, for example, uses only about 25 per cent of the usual clerical mu- 
tine in handling small orders 

Reduce services offered on small orders, such as special storage free 
acceptance of returns, and repair services & 

Minimize broken-package sales by reducing the original package unit, bv 

employing package units of several different sizes, or by developing 
special-assortment packages for filling small orders & 

Make a special handling charge for all orders below a minimum size 

Employ quantity discounts or increase present quantity discounts with the 

•size of the order. Quantity discounts must, of course, be in line with 
cost differentials 

Establish a minimum size order that will be handled 

Offer bonus to salesmen for orders above a certain size, or penalize sales- 
men for orders below a certain size 

Turn small orders over to jobbers, brokers, or agents 

In short, it was only after the companies whose experiences were described 
previously were convinced their unprofitable sales could not be turned into 
a source of profit by any alternative course of action (such as those outlined 
above) that, as a last resort, they dropped them. Of course, these companies 
first made sure that their profits would actually be increased before they 
dropped the unprofitable sales. However, once they decided that this was 
the most profitable course to follow, they did not shrink from the seemingly 
drastic action of eliminating the unprofitable sales. 6 * 


7 7 . Distribution cost analysis techniques 

The usefulness of distribution cost analysis is emphasized by the fact that 
all the companies whose experiences were highlighted in preceding page, 
were able to accomplish striking cost reductions despite reliance by some of 
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I horn on relatively crude and simple methods of analysis. The cost reductions 
were accomplished because the misdirection of marketing efforts was of 
such large proportions and, therefore, the opportunities for improvement 
were so great. It is probable that any company, if it has been operating for 
many years on a program based on drift plus intuition, likewise has a market¬ 
ing operation which can be improved substantially by the adoption of poli¬ 
cies based on even relatively simple techniques of distribution cost analysis. 

An extended discussion of the principles and methods of distribution cost 
analysis is beyond the scope of this section. However, the basic procedures 
or steps involved, which will be discussed later, are outlined here: 

1. The separably, or direct, expenses are measured and assigned direct to 

customers or commodities . 

2. The common, or indirect, expenses are allocated or assigned to tunc- 

tional-cost groups . 

3. The factors which measure the variable activity of the various func¬ 
tions are identified, and the amounts of these factors, in the aggregate, 

are determined . . , , 

4. A measurement is made of the share of the variable activity of each 

of these functional-cost groups which is utilized by the segment of sales 

whose cost is being measured . .. 

The ratio of the share of the activity of the function that is being uti - 
ized by a segment of sales (Step 4) to the total quantity of the activity 
of that function (Step 3) indicates the portion of the cost of that func¬ 
tion which is allocated to that segment of sales 
6 The excess of dollar gross margin over the sum of the direct expenses 
and the shares of the various functional-cost groups allocated to a 
commodity or customer or other segment of sales indicate its relative 

profitability or unprofitability 

Functional classification . 3 Although the proportion of direct marketing 
costs may frequently be significant, the greater part of a firm’s distribution 
costs are likely to be indirect. To facilitate their allocation, as well as for 
purposes of expense control, these indirect expenses arc classified into func¬ 
tional groups. 

The basis of the functional classification which would be used by any given 

firm is a study of the marketing activities performed by that company. It is 

important that the functional classification be sufficiently detailed so that the 

work performed in any one function will be of the same general kind. Such 

homogeneity facilitates the assignment of an entire functional-cost group by 

the use of a single factor of allocation, as will be described hereafter. 

3 A functional classification puts together all the expense items that have been 
incurred for the same activity. A functional classification, therefore, permits the ai 
cation of an entire cost group by means of a single factor. 
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Assignment of natural expenses to functions. It is usually necessary to 
apportion many natural-expense items amonjr several functional-cost groups, 
since they relate to more than one functional activity. T hey are distributed 
by means of time study, space measurements, counts, managerial estimates 
and other methods. The increased cost and effort of preparing functional- 
cost classifications may be much more than offset by the advantages of 
improved cost control, as well as by the advantages of cost analysis. 

Illustrative functional classification. Most companies, especially those serv¬ 
ing wide markets and producing and selling a number of products, have 
complex organizations and engage in a wide range of marketing activities 
Consequently, it is difficult to set forth a widely representative functional 
classification of distribution expenses. Each company would have to set up 
its own classification to reflect its own marketing activities. For illustrative 

purposes, however, a functional classification of distribution expenses for a 
rubber manufacturer is shown below: 

Functional Classification of Distribution Expenses for a Rubber Manufacturer * 

Investment in finished goods: 

Taxes on stock 
Insurance on stock 

Storage of finished goods ( portions of following expenses applying to far- 
tory, branch, and district warehouses) : 

Rental expense, or 

Maintenance and repairs to buildings 
Taxes on buildings 
Insurance on buildings 
Depreciation on buildings 
Heat, light, and power 
Outside storage space 

Inventory control, finished goods: 

Salaries—stock-record clerks 

Salaries—merchandise distribution (allocation of stock to district and 
branch warehouses and preparation of orders on factory) 

Overhead space, equipment, supplies, and supervision charges 

Order assembly (physical handling) : 

Salaries—warehouse labor 

Overhead—space, equipment, supplies, and supervision charges 

racking and shipping: 

Material 

Labor 

Overhead 

The functions and the primary-expense accounts are based in oart nn c 

gested by the Uniform Accounting Manual for the Rubber Manuinrt ’ i j U ^~ 
(commercial expense division,, Th'e Rubber 4n“rer s -A^fot Tnl/wT” 
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Transportation fnn merchandise shipped from fac tors 
tomer and from branch to branch, and on letuined 

Freight 

Truck 


or branch 
goods ) : 


to CHS 


Express 
Parcel post 

Transportation on consigned merchandise, factory to branch 

Sales solicitation (special commodity or customer subdepartments or sub¬ 
functions will be set up according to the operating organization of the 
company, each with the following primary-expense accounts) : 

Salaries—salesmen 
Commissions—salesmen 
Commissions—agents 
Commissions—brokers 
Traveling expenses—salesmen 
Entertainment—salesmen 


Overhead (except for the second account below, 
would not, of course, be set up by commodity 
ments) : 

Salaries—sales executives 

Salaries—merchandise-department managers 
Salaries—district-branch managers 
Sales employment and personnel 
Sales training 


these overhead 
or customer su 


accounts 

bdepart- 


Sales research 

Sales engineering service 

Adjustment 

Sales records 

Space and equipment charges 

Advertising: 

Advertising space 
Newspapers 
Magazines 
Posters 

Outdoor signs 
Electric signs 

Advertising agency services 
Art work—outside 
Radio 
Displays 
Motion pictures 
Electros 
Overhead 

Salaries—advertising managers and assistants 
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Advertising expenses 

Space and equipment charges 
Order entrv: 

Salaries—clerical (allocated portion) 

Billing - CrhCad s|Jacc > equipment, supplies, and supervision charges 

Salaries—clerical (allocated portion) 

Overhead—space, equipment, supplies, and supervision charges 
Credit extension: 6 

Salaries clerical (allocated portion) 

Overhead—space, equipment, supplies, and supervision charges 
Accounts receivable: ° 

Salaries clerical (allocated portion) 

Overhead—space, equipment, supplies, and supervision charges 

Allocation procedures. After the indirect costs have been classified bv 
funettons, they are allocated on the basis of utilization by products, custom- 

nrinr "? Tn ^ the variable activities giving rise to these costs. The 
principle followed is to charge the product or customer (or other segment of 

sales) with the cost of its share of the variable activity of each functional-cost 

group, that is, the cost of the portion of the variable marketing and admin- 
istiative effort lor which it is responsible. 

Enable functional activity. The identification of the variable activity 
Wh.ch ,s involved in each functional-cost group and the broad relationship 
between the functional costs and the characteristics of products and cus 
tomers are often evident merely from study. Some functional activities vary 
according to certain characteristics of the commodity and arc not greatly 
aflected by customer characteristics. Others vary primarily according to 

chased CUSt ° mer characteristics regardless of what product is being pur- 

For example, the variable activity involved in the storage and investment 
functions depends almost solely on the bulk, weight, perishability, and inven- 
tory value of the product stored, and is affected but little by [he customer 
s ho buys the product. Similarly, the credit function will varv according to 
the financial integrity and other credit characteristics of customers with little 
regard to the nature of the commodity on which credit was extended 

As regards still other functional-cost groups, the broad relationship be¬ 
tween these costs and product and customer characteristics is more compli- 
cated. For there is every shade of combination of customer responsibility 
and commodity responsibility for the variable activity, and therefore for th[ 
amount of expense, within the different functional-cost groups 

Partial allocation. It is the considered opinion of this author that it is 
neither feasible nor useful to attempt a full allocation of all distribution costs 
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in most businesses, although there arc many who make such an attempt. 
That is, those functional activities which vary entirely with customer char¬ 
acteristics should not be allocated to commodities, and, conversely, those 
related solely to commodity characteristics should not be allocated to cus¬ 
tomers. However, some functional-cost groups would usually be allocated 

to both customers and commodities. 

Partial allocation and pricing. In addition to the difficulty of tracing a 
direct connection between the variable activity of some functions and prod¬ 
uct or customer characteristics, there is another reason for not making a full 
allocation of distribution costs. For the control uses of these cost data which 
we arc discussing—namely, to discover the unprofitable parts of the business, 
to determine the appropriate action to be taken in regard to these unprofit¬ 
able sales, and to set profitable prices—little would be gained by making a 

full allocation. 

A full allocation may involve the assignment of some indirect expenses 
which represent functions not being used to capacity,° on the basis of an 
arbitrary factor such as sales volume. This may have the effect of making 
some commodities, customers, etc., with large sales volume and low percent¬ 
ages of gross margin, appear to be relatively unprofitable. Actually, since 
these functions are not being used to capacity, these indirect expenses would 
not be affected by substitution, elimination, or an increase of sales in the 

short run. 

For example, storage and investment costs usually would not be allocated 
to customers, because these activities are not usually related to customer 
characteristics and because they would not be affected by short-run changes 
in the number of customers. Likewise, credit costs usually would not be 
allocated to commodities, since they would not be aflccted by addition or 

elimination of products “at the margin. 

A desire for a full cost allocation may involve an erroneous conception of 
the use of distribution cost analysis in connection with pricing policy. It 
appears to some that if they know the total or “real” unit distribution cost, 
plus the total unit production cost, they can then arrive at the proper price 
merely by adding the desired unit net profit. If, however, such a pricing 
procedure gives insufficient recognition to demand, it may be worse than one 
which is not based on any knowledge of unit costs at all. It prices deter¬ 
mined on this total unit cost-plus basis are too high, in the light of demand 
and competition, sales volume may be lower than before, so that total costs 
per unit will be higher than calculated and may not be covered even at the 

» Such evidence as is available indicates that important distribution facilities or 
functions may, in normal times, be rather consistently underutilized in the typical 

business. 
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higher prices. Or if cost-plus prices are too low, then profits are sacri¬ 
ficed. 

Summary of procedure. The chart on this page summarizes the preceding 

discussion of distribution cost analysis techniques, showing some illustrative 

functional cost groups and bases of allocation to commodities and to cus¬ 
tomers. 


Functional Cost Croups and Bases of Allocation 
to Commodities and to Customers 


Functional cost groups 


1. Investment in finished 

goods . 

2. Storage of finished goods 

3. Inventory control, fin¬ 
ished goods . 

4. Order assembly (han¬ 
dling) . 

5. Packing and shipping. . 

6. Transportation. 

7. Selling . 

8. Advertising . 


9. Order entry. 

10. Billing . 

11. Credit extension . 

I 2. Accounts receivable . . . 


Bases of 


To commodities 


Average inventory value 

Floor space occupied 

Number of invoice lines 

Number of standard han¬ 
dling units 

Weight or number of ship¬ 
ping units 

Weight or number of ship¬ 
ping units 

Time studies 

Cost of space, etc., of spe¬ 
cific product advertis¬ 
ing 

Number of invoice lines 

Number of invoice lines 

(Not allocated) 

(Not allocated) 


allocation 


To customers 


(Not allocated) 

(Not allocated) 

(Not allocated) 

Number of invoice lines 

Weight or number of ship¬ 
ping units 

Weight or number of ship¬ 
ping units 

Number of sales calls 

Cost of space, etc., of spe¬ 
cific customer advertis¬ 
ing 

Number of orders 

Number of invoice lines 

Average amount outstand¬ 
ing 

Number of invoices 
posted 


72. Cost analysis as a basis for sales policy 

Sometimes, as a last resort and after investigating all other alternatives, 
the decision is made by the executives to eliminate the unprofitable sales 
which have been revealed by a distribution cost analysis. 

A decision to eliminate unprofitable sales is far-reaching, affecting every 
aspect of the business. A decision to eliminate an unprofitable segment of 
sales because its “savable” distribution costs exceeds its net revenue, for 
example, would need to be reviewed in the light of the fact that smaller pro¬ 
duction runs and a reduced scale of production with the same amount of 
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fixed costs might increase the unit manufacturing cost. Thus, further cost 
analyses are necessary if the business executive, after studying all the alterna¬ 
tive courses of action, seeks to determine the effects of eliminating those 
unprofitable segments of sales that cannot be turned into source of profit. 
These further analyses involve the following steps: 

1. Make a forecast of just what will happen to sales volume over a period 
of time, after the business changes from a policy of indiscriminately 
covering the entire market to a policy of selective distribution. This, 
of course, is an analysis to be made by the marketing executives. 

2. Estimate the decrease in total expense that would result from elimi¬ 
nating the unprofitable sales. This is not an easy matter, since the 
distribution costs which were allocated to sales to discover the unprofit¬ 
able segments would not provide the answer. For some of these costs 
could not be saved and would continue after the sales were dropped. 
Therefore, it is necessary to separate the nonsavable (or fixed) costs 
from the savable costs. The total savable costs less the net revenue that 
will be given up show, of course, the net savings, or the addition to the 
net profits of the business that will result from dropping the unprofit¬ 
able sales. (Of course, if the net revenue that will be given up exceeds 
the expenses that will be saved, the net profits in the short run will be 
greater with the relatively unprofitable sales than without them.) 

3. Make definite plans to get expenses down when unprofitable sales are 
to be cut olT. The experiences of several businesses have shown that 
projected savings in distribution costs often are never realized because 
of failure to make and execute definite plans for expense reduction. 

As is true of cost accounting in the factory, although there arc certain 
“general principles” or basic techniques, there is no one "right” method of 
distribution costing which can be used by all businesses. Rather, these basic 
techniques of distribution costing must be applied by each company individ¬ 
ually; a distribution cost system must be designed on a “custom-made” basis, 

adapted to the individual circumstances of the business. 

Despite the fact that businessmen are left to make their own choice 
among a rather confusing array of possible procedures, however, it is 
hoped that they will be encouraged to use the same basic management tools 
for analyses of their own marketing costs and to take similar action toward 
reducing their distribution costs, lowering their prices, and increasing their 

net profits. 
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Introduction 

A cost system is not an end in itself. It must he built to serve specific 
management needs and purposes. These needs and purposes differ from 
company to company. A preliminary task in designing a particular cost 
system is to determine the requirements in that individual case. These 
needs depend upon the nature of the business, its methods, problems, and 
productive processes; also, upon the individual attitudes and preferences of 
its managers and the extent to which they wish to develop the potentialities 
of cost-accounting methods. How a cost system should be set up to realize 
its potentialities, particularly from a control standpoint, is discussed in the 
following five parts. 

7. Objectives of the cost system 

Objectives in brief. At the outset of a study of costs in business manage¬ 
ment, it must be recognized that— 

Cost is a factor in most management plans, decisions, and policies 

The cost of operations—the current day-to-day expenditures made to pro¬ 
duce products and to secure sales—must be subjected to constant scru¬ 
tiny and control 

Product unit costs are required for a number of purposes 

In view of these needs, it may be said that the objectives of a cost system, 
briefly expressed, are to— 

Supply cost facts for all managerial plans, decisions, and control efforts 

Provide the means of controlling current operating costs 

Furnish the data required for compiling product unit costs 

Record in the accounts the total cost values associated with— 

Materials and other cost factors acquired 

Materials transformed into finished products through the activities of 
the factory 

Finished products shipped in the process of earning revenue 
Marketing, and other general activities 

The cost system—the interrelated group of procedures by which these objec¬ 
tives are accomplished—consists of two parts: 
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1 . 

2 . 


The formal cost procedures—the original 
nals, ledgers, accounts, and reports that 


records of transactions, jour- 
are commonly referred to as 


“cost accounting” 

The additional and supplement, 
that may he referred to as “cost 


irv analytical procedures and reports 
analysis” 

4 


The first two objectives listed above would not have been stated as pur¬ 
poses of a cost system scarcely more than a generation ago. The emphasis 
then was upon summarizing the historical, or so-called “actual ” costs of 
manufacturing products. A tremendous change has taken place, in the 
meantime, in the direction of making the cost system a vital staff auxiliary, 
directly charged with the responsibility for aiding management in the control 
of the cost of current operations, and for supplying management with cost 
data pertinent to arriving at decisions relative to future plans, policies, capi¬ 
tal commitments, and operating efforts. The cost system is no longer solely 
an adjunct of financial accounting. It is now an important tool in mana¬ 


gerial control. 

Product unit costs . The compilation of product unit costs, and the record- 
ing of the total costs associated with the physical movements of materials 
and products into, through, and out of the factory, are still important. 
Product unit costs serve a number of uses: 


They arc essential to the valuation of inventory and in costing shipments 
They are of limited use, at least in some cases, in setting sales prices 
They make it possible, within the limitations of the assumptions made and 
the methods used, to measure the relative over-all profitability of indi¬ 
vidual products or product lines, territories, salesmen, or other subdi¬ 
visions of total enterprise business 

Standard unit costs may serve these purposes better than historical, or 
“actual,” unit costs. In this event, historical product unit costs, the determi¬ 
nation of which was originally the primary purpose of cost accounting, may 
no longer be computed. This shift in the type of product unit cost epitomizes 
the conversion of the cost system from an adjunct of financial accounting 

into an instrument of managerial control. 

Cost data for managerial decisions. Cost is involved as a factor in near) 

all business decisions. Management is a continuous process of selection 
among alternatives relating to such matters as the following. 


The kind of business to engage in, and its scope 
The selection of a plant location 

The type or types of processing, buildings, and equipment to use 
The territory to be covered in the marketing effort 
The kinds of marketing channels to be used 
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The expansion or contraction of operations, or plants operated 

The manufacture or purchase of a particular part 

T he decentralization of management control 

The change of product design or of material specification 

The formulation of new policies, or the modification of old ones 

The selection of new machines, methods, or processes 

Equipment replacement 

Setting economic purchase and production lot sizes 

The acceptance or rejection of an additional increment of business at less 
than the normal price 

Several possibilities, or alternatives, frequently are present as to these and 
many other matters that require executive judgment and solution. The selec¬ 
tion of a location for starting a new business, or for expanding an old one 
involves comparing relative construction and operating costs in several com¬ 
munities. Creating an efficient organization, establishing good customer and 
employee relations, doing business abroad, providing a suitable financial 
structure, securing insurance protection—these and many other matters dis¬ 
cussed in other chapters of this handbook involve questions of relative costs, 
differences of cost associated with attaining a stated objective by alternative 
means. Cost is often an important element both in choosing among objec¬ 
tives and in selecting among alternative ways of reaching them. The cost 
system must supply management with cost data that are sufficient qualita¬ 
tively and quantitatively to enable it to arrive at intelligent conclusions and 
decisions. 

Current cost control. The control of cost means the securing of a high 
degree of efficiency in the utilization of company resources. In "the factory, 
adequate cost control requires the elimination of avoidable wastes in the 
utilization of materials, labor, and factory- services. The basis of cost control 
in the factory is essentially physical. The quantities of material, labor, and 
services used must be in reasonable relationship to output or other measure¬ 
ment of accomplishment. Similar relationships between outlay and achieve¬ 
ment must be secured in the marketing activities. 

Management relies upon two major devices to secure control of costs_ 

standard cost accounting and budgeting. The term “budget” has two 
meanings: 

1 . 


2 . 


A coordinated program, expressed in money, set up in advance as a 

goal to be achieved and as a plan guiding the operations of a period. 
This is the usual meaning of the word 

The allowed costs for operating a department, division, or function of 
the business at various levels of output or volume. Cost statements of 
this type are called “variable” or “flexible” budgets 
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ThcLdgct as a program is discussed in See. 16. The flexible budget is a 
tvpe of cost standard useful in controlling costs both through standard cos- 
accounting procedures and through a planned operating program. Budge s 
and standard cost accounting are not. therefore, entirely independent contro 
instruments. The standards used in standard cost accounting, modified if 
necessary to adjust them to expected future conditions, are normally he 
basis for calculating the planned purchasing, production, and marketing 

°Some varieties of cost. The various objectives of a cost system are not all 
served by a single kind of cost. Certain broad types are listed below. 

Standard material, operation, process, and activity costs. These standard 
costs-and the underlying quantity, price, time, and expense standard, 
“are useful in making current cost control effective, and m budge mg 
Standard product unit costs. This type of cost may be used for inventory 
valuation, costing shipments, setting sales prices, and computing operat- 

in" allowances and budgets . 

Historical total costs. These costs, properly classified by department, ob¬ 
jective nature, and degree of variability are useful in cstab sh mg 
responsibility for actual expenditure, and for comparison with the 
allowed costs of the actual operations, computed by multiplying the 
actual output or accomplishment of a period by appropriate unit stand 

BudecU-d 1 costs. These costs are estimates associated with the planned 
operating program of a period. These estimates may be finally expressed 
a^ a projected income statement for, and a balance sheet at the end , 

Incremental, differential, and alternative costs. These various kinds of 
cost estimates are useful in supplying data for many management dec- 

sions 

Cost as a factor in planning, organizing, coordinating, and controlling 
business activities is discussed further in the following section. 

2. Managerial control and the cost system 

Managerial control. The making of decisions is in a sense both the first 
and the last step in a continuing, never-ending, dynamic managerial contro 
process. Ideas for the conduct of a business are originated, evaluated, decide 
upon, and put into effect. The resulting action is then appraised in term 
of the objective to be attained, expressed as greater revenue, as lower cost, 
otherwise. This appraisal gives rise to a new proposal, an adjusted progran - 
Further plans and decisions are adapted to new needs and changed extern. 

circumstances. 
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The word “control ” like many similar words of great significance and 

ide usage, cannot be defined simply and precisely. Its meaning is flexible 
Its connotation in a particular case flows from the context of its use. Web¬ 
ster s New International Dictionary suggests its meaning as "to check, test. 

Ven y / a" \ regulatc ■ - • > to exercise a restraining or directing influence 
over, o ominate . . . , curb.” Various management meanings of the term 
are suggested by the following descriptive notations: 

The optimum adaptation of the capital commitments and operating efforts 
or a business to external circumstances ° 

Conducting the capital and operating transactions of a business with a 
maximum of efficiency and a minimum of waste 

Getting the most for your money in the long run 

T p e iishment hment ^ * leaS ° nable relation ship between effort and accom- 

Making the right business decisions at the right time—selecting intelli- 
gently from alternatives & 

Distinguishing between chance causes and assignable causes of the varia- 
tion oi business data 

T ° cont ™ 1 means to be able to put any variable to its best possible use 
through preknowledge of its proper behavior in relation to the per¬ 
formance of a specified task and through full right of disposal over the 
amount of the variable employed. ... A variable is any quantity that 
changes for the purpose of the particular problem under consideration 

and a constant is any quantity that is accepted as unchanging for the 
purpose at hand ...” 1 8 6 

• • . comprehends all forms of directing the activities of an enterprise” - 

A description of the meaning of “control,” from a top-management stand- 
point, follows: 

ser!^ the i >r0adest - sense the WOrd des, 's nates the means used to predetermine and to 
Proe-ram^ m * ,ntain adhcrenc e to > management’s established objectives, plans policies 
such a^h’ and The WOrd is also used ^0 refer to the authority ’toTecure 

actual perform^ *° e faC ‘ ° f ad , hcren «'. ° r the measured degree of variation of 
responsfble f™ varianceT. mana S emcr " 1 s ^als; and the analysis of causes and persons 

The need for control, in the sense just described, is of comparatively recent 
evelopment. This need grows directly out of the delegation of authority 
and responsibility characteristic of modern, large-scale enterprise. In small 
usmesses control is effected by direct observation and supervision, and by 
e personal knowledge of the owner or manager and his contact with each 

= ? US ™ SS Case - B G - 191 > P- 7-Novelty Wood Products Company 

p. 28 db °° k ° C ° St Accoun, ing Methods, D. Van Nostrand Company, Inc., 1949 . 
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. * c ^oT-ntinns This knowledge and contact 

individual transaction and aspect of operation . . ... 

of OP executives is no, pnss.hle in , Urge organization, although >t is till 

, decree in the lower rank, of management. Top administrators 

-the general, functional, and divisional managers-must nevertheless 

personaT and dnecT^ ™ S “P ervi * ion * 

are the carefully formulated and predetermined objectives, policies, p as, 
arc tnc can .hove These instrumentalities are not 

programs, an stan arcs u c r uher thev arc interrelated phases of 

mutually exclustve and ‘"dependent a her^hey a ^ defe . 

managerial efTort to secure and maintain control 

gated authority. »• i _ii i rV els of the 

Control, as the word is used above, may be applied at all °^ th 

organization structure and to all phases of operations. ^ an , 

its breadth and scope, a book on top-management organization and cont 
discusses the subject under these headings: control of polices, organization 
kov personnel, wages and salaries, costs, methods and man P°' ver > «P> 
expenditures, service-department efTort, line of products, research-d devel- 
opulent foreign operations, external relations, and over-all control. 

Phases of the control process. The exercise of managerial control the 
activity of managing in all its various manifestations, may itself be said to 
'form a pattern, to be made up of standard element*. These C ’ C "’, cn 
nhascs involved in the basic process of control are described by Holden, 
F ?sh and Smith as follows: « - - an objective establishing what it » 

desired to accomplish; procedure specifying how, when and by whom 
plan is to be executed; criteria as to what constitutes good performance, an 
IpZraiLl as to how well it was done ” These points are expressed somewhat 

To se cure^ffeedve°control, at the top or at lower levels, management must 
have: 

Definite no ah and objectives. These take a great many forms and cover 
every important aspect of operations. A few matters in connection 

which goals arc established are listed below: . . . thp 

An over-all profit and financial-position goal, projected 

monthly, quarterly, or annual budget 

3 Paul E Holden, Lounsbury S. Fish, and Hubert L. Smith, Top j 

Organization and Control . Stanford University Press, Stanford University, Cal 

4 Op. cit., pp. 9, 77, and 78. 
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The improvement of company position relative to total industry sales 

The realignment of productive processes and the flow of material 
through the plant 

The elimination of specified material wastes and operating ineffi¬ 
ciencies 


The impi ovement of an existing employee pension plan 

The strengthening of weak spots in the organization plan or personnel 
I he reorganization of the financial structure 

A plan or method for attaining each goal or objective. This phase of 
contro 1 involves subdividing the task, delegating authority and respon¬ 
sibility for the execution of each part or section, timing the initiation 

• C U , en ° rt ’ and coordinating the multiple activities into a function¬ 
ing whole moving toward the desired end. A properly designed budget 

an effective production control system, an advertising campaign are 
illustrations. i & > 


A record of actual performance or accomplishment. This record may take 

many forms: interim or final income statements and balance sheets- 

sales-analysis reports; construction-completion reports; actual-cost 

records and reports; material-consumption reports; labor-time reports- 
product-output reports. ’ 

Standards in terms of which performance may be rated. These standards 
may be inherent in the statement of the goal or objective, so that 
attainment may be expressed as a degree of completion, a ratio of 
attainment, or a percentage of efficiency. Many types of quantity- 
price, and cost standards, which may underlie the final goal or objec¬ 
tive, although they are not expressly stated in it, may be used in 
appraising accomplishment. 

Comparisons of goals and standards with actual accomplishment These 
must be made in terms of individual responsibilities. They must measure 
the degree of attainment and indicate, if possible, the causes of failure 
or success. These comparisons should be made regularly and promptly 
and need not await the completion of an entire project or period 

Means of securing action to correct the delays, lags, deficiencies.' ineffi¬ 
ciencies, and maladjustments that are disclosed by interim reports or to 
prevent their reappearance if a particular program is repeated ’ 


From the narrower viewpoint of factory cost control, these phases of 

managerial control may be expressed in the form of questions and answers 
as below. 9 


What should be done? This question is answered in terms of objec¬ 
tives frequently expressed as budgets, production plans, or orders 
Hole should 1 1 be done? This question is answered in terms of stand¬ 
ardized practices and instructions which assure that the best methods 
are selected in advance and are followed. These practices include 
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establishing quantitative standards for the use of materials, labor, 

3 What should it cost? Response to th.s question is made in terms of 
cost standards for material, labor, and other production factors. Cost 
standards arc the product of the multiplication of the quantity stand¬ 
ards of Question 2 by applicable price standards. 

4 What did it cost? Reply to this question must be made in terms of the 
actual expenditures made to produce a specific quantity of a particular 
product, to operate a factory department for a period, or to conduct 

any other segment of operations. . . 

5 What are the differences (variances, variations) between what it 

' should cost and wha, it did cost? The answer to this question may be 
expressed in quantities, in dollars, or both ways, and should state 
responsibility for the differences in terms of persons and causes. 

Some instrumentalities of managerial control. Managerial control of a busi¬ 
ness enterprise is exercised through specific methods and procedures The 
control instrumentalities, in the formulation and use of which cost informa 
tion is an important factor, arc listed below: 

Long-term operating objectives and plans 

Long-term capital planning 

Policies 

Standardization 

Cost-volumc-profit relationships 

Quantity, price, capacity, expense, and cost standards 

Pricing procedures 

Short-term planning and budgeting 

These instrumentalities are not worked out and incorporated into man¬ 
agerial practice in the sequence given above. They are not mutually exclu¬ 
sive The formulation of long-term objectives, for example, takes place in 
an environment of existing policies, prices, costs, capital resources, operating 
conditions, and short-term plans and budgets. The latter are composed in a 
medium of current standards, operating conditions, policies, puces, cost- 
volume-prolit relationships, and long-term operating and capital objectives. 
The status of these instruments at a given moment is that they are mu- 
related and interacting agencies. 

Neither are these procedures fixed or rigid. Rather, they aie ynat 
I hey are conslaiitU reviewed, adjusted, improved, and adapted to new ex¬ 
ternal circumstances and internal conditions. The harmonizing ot the coin 
l,ol instruments, the refinement of their aptness, and the development u 
their usefulness are constant challenges to management and the cos 

accountant. 


466 


MANAGERIAL CONTROL AND THE COST SYSTEM 


Sec. 14 


Each of these control instruments is briefly described below. 

Long-term operating objectives and plans. Long-term planning requires 
the anticipation of changes and adjustments in products, markets, distribu¬ 
tion methods, production methods and processes, plant location, organization 
structure and personnel, financial structure and position, and many other 
matters. Long-term goals, formulated for 3, 5, or more years ahead, may be 
expressed as schedules of estimated cash receipts and disbursements, debt 
retirement programs, new financing plans, estimated balance sheets, and 
estimated income statements. These statements necessarily involve weigh¬ 
ing trends in customer preferences, technological changes, direction and 
amount of price movements, expected material and labor costs, and other 
factors. These plans and objectives must necessarily be tentative. Accuracy 
and realism are greatly enhanced by engineering and economic research and 
analysis which appraise the effect of technological changes, general business 
conditions, mass market shifts, raw material resources, and labor rates and 
demands, as they affect the industry and the company. 

The purposes of establishing long-term objectives are many. They provide 
continuity, and are a stabilizing influence in setting up current month-to- 
month and annual plans and budgets. They provide a coordinating influence 
by reducing the effect of conflicting purposes and plans, thus utilizing the 
limited resources of the enterprise more economically. They enable manage¬ 
ment better to foresee developments, and therefore to direct company 
aflairs more effectively and utilize company resources more profitably. 

The cost system must interpret and evaluate the cost facts pertinent to the 
formulation and coordination of long-term objectives and plans. 

Long-term capital planning. Planning the long-term capital needs and 
sources may be undertaken after, and as a concluding phase of, long-term 
operating planning. This type of forecasting requires consideration of— 

The need for plant investment to— 

Increase plant capacity 

Offset obsolescence and take advantage of technological changes in 
methods and equipment 

Replace equipment no longer adequate because of physical condition, 
output capacity, or cost characteristics 

Capital required to finance larger inventories, receivables, and investments 
in subsidiary and affiliated companies 

Dividend policy 

Readjustment of capital s|ructure 

Provision of new capital from— 

Operations 

Stockholders 

Creditors 
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Long-term capital planning must disclose both the needs for and the 
sources of new capital. Anticipation in these matters is most important to 
proper financial management. Planning the future uses of capital, m view of 
its limited supply, requires weighing the relative importance of various needs. 
This should result in directing the flow of new and replacement capital into 
the most profitable and beneficial channels from a long-run viewpoint. The 
cost accountant must be prepared to make special studies, to utilize the 
special analytical techniques that are available for selecting among alter¬ 
native new capital commitments and possible equipment replacements, and 
otherwise provide cost data and estimates to facilitate long-term capital 

planning. . . . , 

Policy formulation. A policy is a general description of an attitude or 

course of action to be followed in dealing with a specified type of business 
event, transaction, or circumstance, particularly those of a repetitive nature. 

It is a general decision, in the nature of a principle or rule, formulated by 
executives to enable them to delegate authority to others and still retain con¬ 
trol of their actions by reason of having established, through the statement 
of policy, the normal pattern of conduct for dealing with recurrent events. 
Policies are also established and used by the board of directors and top 
management to provide consistency of action in their own stewardship and 
guidance of company affairs. Policies are a type of performance standard 

Policies are made at all levels of management. They should be carefully 
determined and expressed and should be made available, preferably in writ- 
mg to those who must use them in their handling of company affairs. They 
should he reexamined from time to time. Changed circumstances may 
require their readjustment. They are not entirely automatic and self- 
regulating. Their observance must be verified, as in the case of quantity, 
price, and cost standards. In some areas, this process of verification may be 
made one of the duties of the internal auditing department. 

Some examples of matters in relation to which a company may wish to 
formalize its attitude through expressed policies are listed below. The gen¬ 
eral area in which the policy is effective is indicated. Most of the subjects 
listed are, however, of general concern to the entire organization, and there¬ 
fore related policies are formulated by top management. 


Manufacturing 

Wage-payment plans, methods, and incentives 
Use of quantity, price, and cost standards 
Inspection and quality control 

Stabilization of employment and spreading work 
Wage rates 
Material purchase 
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Inventory size, turnover, verification, and valuation 
Equipment replacement 
Maintenance 
Employee training 
Retirement and pensions 
Production lot size 

Manufacture or purchase of certain parts 
Equipment additions and improvement 

Relocation elsewhere in the business of employees released by one 
department or branch 
Marketing 

v_> 

Full product line 

Loss leaders 

Distribution channels 

Territorial expansion 

Discontinuance of slow-moving items 

Types of customers 

Order size 

Sales and quantity discounts 
Product standardization 
Prices 

Sales emphasis 
Advertising 
Finance 

Capital structure 
Long-term sources of capital 
Employee stock ownership 
Dividends, stock, and cash 
Extension of credit 
Collection of accounts 
Establishment of special funds 
Self -insurance 
General 

Salaries and bonuses 

Research and development 

Corporate structure 

Organization structure and personnel 

Replacement of top-management personnel 

Plant construction and expansion 

Centralization or decentralization of facilities and management 
Executive pensions and retirement 
Budgetary methods and procedures 

Many policies cannot be formulated without consideration of cost data 
It as the responsibility of the cost accountant, directly or through the con- 
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tro ll rr ,o furnish data pertinent to arriving at each decision. Pertinent facts 
frequently cannot he taken unaltered from the formal cost records, but 

become available only through special study and analysis. 

Standardization. Standardization serves the same function in th 
of the physical control of operations that policy formulation performs in the 
realm of managerial direction and regulation. Standardization, with its inter¬ 
changeability of parts, its requirements of great accuracy, and its precise 
designation of production materials and methods, is particularly an American 
contribution to manufacturing processes. Its aim is to find and define th 
best productive conditions, materials, and methods, and to prescribe then 

utilization in a constant, undeviating manner. 

In the field of manufacturing, standardization involves these aspects: 

Pr D«Sed specifications of the types, sizes, and perhaps the uses of 
standard products made, and the description of the general natur 
and limitations imposed on the manufacture of special products 

^Detailed specifications of the kinds and amounts of material to be used 
in he manufacture of each standard part or product; the chem.ca 
and physical nature of each material, and its technical and trade 

description 

^Detailed descriptions of machines to be used for each operation; the 
^simplification of machine operations, and the reduction in the 
variety of machines employed to perform identical or similar opera- 

tions. 

^Detailed specification of operating procedures: the manner m which 
work is to be performed; briefing as to the sequence of action 
elements, machine feeds, speeds; the use of dies, jigs, tools, and ' 
positioning and -retaining fixtures 

^Factors relating to light, heat, humidity ; accessibility of tools^and^work; 
control of movement, fatigue, interruption, and machine conditio 

and repair 

Employee qualification initiative. 

Job analysis, evaluation, specification; employee training, initiative, 

up-grading, morale 

Production control , initiation 

Methods of controlling processing or operation sequence, the mitia 

and flow of work through the factory 

^ 71 Preparation and use of blueprints and written directions, eliminating 
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dependence on memory; utilizing the same prescription of procedure 
each time an operation is performed 

Standardization should he applied to clerical and selling activities. In the 
factory, service as well as productive operations should be covered. 

The relationship between standardization and cost is twofold. The effect¬ 
ing of standardization, the items to which it is applied, and the extent to 
which it is applied require a consideration of cost data, on the one hand. 
On the other, effective standardization is a potent instrument of cost reduc¬ 
tion and control. 

Cost-volume relationships. The study of the relationships of cost and 
volume is a most valuable field for investigation by the cost accountant and 
for understanding by management. 

Various methods for visualizing and expressing these relationships are 
available. They range from relatively simple tabulations and graphs to com¬ 
plex statistical formulas. In the study of cost-volume relationships, volume 
is considered the independent, and cost the dependent, variable. For most 
business purposes the representation of the variation of total cost with volume 
as a straight line is considered sufficiently accurate within the normal range 
of volume change. The variation of cost with volume may then be repre¬ 
sented by the simple formula for a straight line, the general expression of 
which is y — a - f- bx y where a: represents the number of units of volume 
(which may be expressed in different units for different purposes) ; b equals 
the change in cost per unit of volume; a stands for total fixed cost, which 
remains unchanged irrespective of volume; and y is total cost. The incre¬ 
ment cost per unit is also represented in this formula by b and is assumed 
to remain constant per unit. This assumption is made in relation to the 
circumstances existing at a given moment and to the normal operating range. 

The analysis of the variability of cost or expense with volume may be 
applied at all levels, such as— 

A single overhead expense item in a particular cost center or department; 
for example, the cost of operating supplies in No. 1 Machine Depart¬ 
ment 

All the overhead expenses of a cost center or department 

All the expenses of each major function of the business such as produc¬ 
tion, selling, and general administration 

The total operating costs of the business 

A problem encountered in all these areas of application of expense analysis 
is the selection of a homogeneous unit for the representation of volume. The 
larger the area of expense analysis (the function or the total enterprise, in 
contrast with the cost center or department), the more difficult it is to find a 
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single homogeneous unit by which volume is accurately represented. If a 
plant or department produces only one product, volume may be stated in 
product units. If several products are made, some measure of volume 
accurate for all products must be found. Measures commonly used are 
actual or standard productive labor- or machine-hours, standard dollars ol 
labor cost, or percentage of capacity based on one of these. When the over- 
all cost variation for the total business is studied, volume may have to be 

stated in terms of sales revenue. , 

An informative result of cost-volume studies is the separation of hxed or 

constant costs from variable costs: the recognition of the former as capacity 

cost, associated with the readiness to do business: and the recognition of the 

latter as the direct cost of business actually done or, if the study relates to 

the future, of business expected to be done. 

The terms “fixed” and “variable” must be recognized as relative. These 

terms are reasonably accurate in the short run. for a given operating status 

quo, that is, while operating circumstances and policies, other than volume, 

remain substantially unchanged. Over the long run, so-called fixed costs 

change because of changes in capital investment, salaries, tax and insurance 

rates, and other factors. . , . 

The importance of studying and understanding cost-volume relationships 

for all types of costs and expenses, in all areas from the single cost center 
to the entire enterprise, cannot he overemphasized. The intelligent and 
alert cost accountant can make a significant contribution to managerial 
control by informing the executives of his company about these relation¬ 
ships and about the effect upon them of proposed changes m capital invest¬ 
ment or operating policies and methods. Knowledge of cost-volume relation¬ 
ships is useful in the following ways: 

As a basis for setting normal productive department overhead rates, used 

for costing the product output . . 

As a basis for establishing service department rates used for allocating 

operating costs of these departments to producing departments 
As a basis for cost control through the flexible budget. This instrumcn o 
managerial control is a tabulation, or graphic representation, of amounts 
of fixed and variable costs allowed to be spent, in a department or other 
division of the enterprise, at various operating levels, usually stated a 
r i per cent intervals. Kv comparing the amounts actually spent when 
operations are at a certain level (say the 70 per cent level) with the 
amounts allowed to be spent at that level, a measure of spending contro 
and efficiency is secured which relates directly to the responsibilities oi 

specific departmental or divisional executives 
Supplementing the use just described, knowledge of cost-volume rela ion- 
ships (as expressed in the flexible budget) and of normal capacity ma> 
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he used to separate variations between actual and allowed costs into 
amounts related to— 

The difference in volume between the actual operating level and that 
which has been established as the normal operating capacity 

Other differences more amenable to control by the operating per¬ 
sonnel 

As a means of recognizing whether a proposed price will at least cover the 
variable or out-of-pocket costs of the item to which the price attaches, 
or conversely as a means of calculating a price that will at least cover- 
out-of-pocket costs. It is to be recognized that while variable and out- 
of-pocket costs are not necessarily identical even in the short run. a 
knowledge of the former will greatly facilitate the measurement of the 
latter in each instance when this is necessary 

In estimating the costs expected to be incurred in a future period, and in 
preparing the financial budget for that period 

As a basis for setting normal price—that price which in the long run will 
recover total cost plus whatever element of profit is included 

As a basis for breakeven analysis and profit planning 

As a basis for recognizing and measuring the effect of any major change. 

such as a program of plant expansion, on the relative amounts of fixed 
and variable costs 

The above discussion relates to securing and using facts about cost-volume 
relationships. A somewhat similar type of cost analysis may be made in refer¬ 
ence to any change. What is the cost that is associated with adding a new 
plant, closing a factory or department; eliminating a sales territory; adding a 
new salesman; adopting or discontinuing any policy, procedure, or method? 
Such analyses are necessary in order to disclose the costs related to any pro¬ 
posed action. Without this information an intelligent managerial decision is 
not possible. 

Cost-volume-profit relationships. An extension of the cost analysis just 
described introduces price and revenue factors, thereby making it possible, in 
whatever area of a company’s business it is applied, to recognize the break¬ 
even (no-profit) point or volume. On the bases of the assumptions made, it 
is also possible to measure the amount of cost and revenue, and of profit or 
loss, at other operating points. This type of analysis, or more particularly 
its visual presentation, is variously described as a breakeven chart, a profit 
chart, and a profit graph. These devices arc very useful in visualizing, under¬ 
standing, and dramatizing the effects on profits of proposed changes in sell¬ 
ing prices, fixed costs, capacity, and sales volume. More particularly they 
are useful in giving tentative answers in appropriate circumstances to such 
questions as the following: 

What is the effect of a stated change in unit selling price on revenue, on 
profit at the present level of operations, and on the breakeven point? 
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What increase in volume is needed to offset a stated reduction in unit 
selling price, or what is the effect on protits of a proposed increase in 
selling price which it is supposed will bring about a stated reduction in 

How much can a company afford to spend for increased selling effort to 
brintr about a stated increase in unit sales volume; or assuming a gtv. 
additional selling expenditure, by how much must volume be increased 

to maintain net profit at the same level as before. 

Assuming plant capacity is increased by a stated amount with a resulting 
increase in total fixed costs but no change of variable costs per unit, 
what is the effect on the breakeven point and on piofit at various 
assumed levels of operations? What increase of unit sales vo umc is 
necessary, at a stated price, to maintain profit at the same level as 
before? What is the profit effect if only half (or some other proportion) 

of the added capacity can be regularly used? . 

If the company normally operates at less than capacity (say 7° per cent 
of capacity), at what sales price can it afford to sell some or a 1 of the 
units the unused capacity is capable of producing, assuming that the 
new price need no, be applied to, and will not affect, the present volume 

of business? 

Quantity, price, capacity, expense, and cos, standards. The standard¬ 
isation described in an earlier discussion makes it possible to determine, with 
reasonable accuracy, what each product ought to cost, This predetcrm.na 
lion of product cost, based on standardized product and material spec.fi a- 
tions and manufacturing methods and operations, is accomplished by the 

calculation of— 

Quantity standards . , • 

The quantity of each kind of material required to make a single um 

a multiple unit (such as 100) of product is determined on the bass 

of engineering specifications. This quantity may be called the uni 
materfaTstandard, on allowance. 1. 1. a »»«ot .he qu»„m, ol 
material that should be used. If waste, or material semp is unaso,d^ 
able, an allowance for these factors must be included in the standard 

Tlie* quantity of direct labor time, expressed in minutes or hours, re¬ 
quired to perform each operation, or required in each department 
must be determined by time study or by the detailed engineering 
analysis of the elements of each task. If piece rates are used as he 
method of wage payment, the effect of the time factor is represented 

The number of units of the basis used to allocate overhead to the prod¬ 
uct. Standard direct labor-hours or machine-hours are common^ 
used bases for this purpose. Either of these units, in appropriate 
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circumstances, measures the use made of factory facilities, 
and services 
Price standards 


machines 


These are the standard unit costs applicable to the quantities of material, 
labor, and overhead required to manufacture a unit of product 


These quantity and price standards describe a unit of product in terms 
of the amounts of material, labor, and factory service required for its manu¬ 
facture, and the unit prices applicable to each of these elements. A cost 
standard is the result of multiplying the standard quantity by the standard 
price. The standard price applicable to the overhead (factory service) ele¬ 
ment is usually called the standard overhead rate. It is frequently expressed, 
as noted above, as an amount per standard direct-labor hour, or per ma- 

* one product is made in a department, the overhead rate 
may be stated as an amount per unit of product. 

As a very simple illustration of these factors, assume the following data 
about product M, which is manufactured in Department A of a certain 
factory. The overhead rate for this department is stated on the basis of the 
standard direct-labor hour, and is calculated as explained in later paragraphs. 


Standard Unit Cost of Product M 


Cost element 

Standard 

quantity 

Standard 

price 

Standard 
unit cost 

Material. 

2 pounds 

4 hours 

4 hours 

$1.00 

0.75 

1.00 

$2.00 

3.00 

4.00 

Labor . 

Overhead . 

Total. 


• • • • 

$9.00 




Using the engineering data as to material quantity and labor hours, and 
the forecasted prices applicable to the three cost elements, it is possible to 
predetermine the standard cost before manufacture takes place. These pre¬ 
determined quantity and price data represent what the cost should be when 
the item is made. They therefore constitute (1) a device that may be used 
by the Department A foreman and others in planning required amounts of 
materials and labor for a proposed production program; (2) an objective 
or goal useful to the foreman during manufacture as a means of determining, 
as a batch of units of this product move through his department, whether 
he is using too much material or labor; and (3) a measuring stick for apprais- 
ing, at the end of a period, the performance of the department and the effi¬ 
ciency of the employees who actually did the work. Standards are, there¬ 
fore, a powerful instrument for managerial planning and control. 
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The expense and capacity standards relate to the overhead element. The 

«*— •“*'* “ “x“acoh“,“ v t ,’ior“: Z& 

•«* dc “ nrf a,,ow “ nc ” 
for each individual kind of expense, is shown below. 


Condensed Flexible Budget lor Department A 

Pci cent of 
not trial 
capacity 

70 

80 

90 

100 

110 

120 

.S' tan (lord 
direct-labor 
hours 

7,000 

8.000 

9,000 

10,000 

1 1,000 

12,000 

Hud act 
allowance 

$ 8,500 
9,000 
9,500 
10,000 
10,500 

11,000 


“r •=»—* 

hxsstz s ssa 

determined, it is "‘‘“^'‘“^Vws STthc rl/l’f/v standard used (1) 
department will normally operate, mis u / - hi h 

to fix the normal or standard rate: (2) as a basing P ” 

to (raune the actual level of operations of a period; and f3) as a mean., 

“herTclL. Cl ami .Uinta* «, «Im*r Se„,ee„ the over- 

head absorbed (taken into the eo.t of the units of ptodnet made tn a per, 

and the actual overhead expenditure of the period. In tins illu-tr , 

10 000 standard direct-labor hours represent the normal capac . 

department. The standard rate is therefore *1 ( $ 10.000 divided W X0W 

The establishment of these standards is a most important st p ^ J 

managerial control of costs. Their use for this purpose is explained in 

pages. In general, the procedure is this: 

The allowed costs of the actual output are calculated by multiplying t c 

unit standards by the quantity made . v nonditures (which 

These allowed costs are compared with the actual exp diffcrenC es, 

ohviouslv relate also to the actual quantity made), and d.ttere, 

called ' variances” or 'variations," are thereby determined 
These variances are analyzed in terms of quantity and price factors, 
and personnel considered responsible 
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Pricing procedures. An informative article on the relationships of cost and 
price is entitled “Cost Analysis a Science, hut Pricing May Be Classed as an 
Art. 5 The title may be understood to convey the idea that many elements 
of judgment and opinion, and a consideration of factors other than cost, are 
involved in setting sales prices. This is true whether a company competes 

freely with others who make an identical or a similar product, or enjoys a 
complete or substantial monopoly. 

Cost-price relationships are unusually complex. The relationship may be 
tight, remote, or nonexistent; it may be nebulous or certain, obscure or 
explicit. If cost is an effective regulator of price, whose cost is thus signifi¬ 
cant that of the seller in a particular transaction, that of the average or 
representative producer, or that of the “marginal” producer? Also, 
inasmuch as each producer encounters a variety of types of cost applicable to 
a single commodity at a given moment, which of these, if any, is significant 

in indicating or establishing selling price? Some of the types of factory unit 
costs are— 


I he actual unit cost associated with the last lot manufactured, as assigned 
by the cost accounting methods used 
The present standard cost of making a unit of the product 
The standard cost that would be assigned to a unit of the product, if a 

different level of operations than that used in the present standard-cost 
calculations were adopted 

The average unit manufacturing cost of the product over a past period 
The anticipated unit manufacturing cost of the product in the short-range 
future, considering the expected level of raw material prices, labor rates, 
operating efficiency, and volume of output 
The so-called normal unit cost 

The out-of-pocket unit cost of filling a particular order 

To each of these amounts of unit manufacturing cost, appropriate allow¬ 
ances for selling and general expenses and profits must be added, usually 
through a markup percentage, if cost is to be the basis of setting sales price. 
Which of the resulting total costs to make and sell should be used in setting 
price? What will be the effect of the use of a price based on any of these 
costs on the manufacturer’s chance of securing a satisfactory- volume of sales? 
In addition to these considerations, it must be remembered that the impor¬ 
tance of various demand and supply factors, of which cost is one, changes 
from time to time. There are buyers’ markets and sellers’ markets. 

Cost-price relationships also differ among businesses. In stabilized indus¬ 
tries, costs that are considered normal in the industry, rather than the indi¬ 
vidual producer’s costs, are more determinative of price. In extractive 

5 E. Stewart Freeman, Controller, January, 1939. 
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Dec. in , 

i rh'fmitelv limited and increased 

industries, where the natura rr-souirr. ' morr rxpr „ s ivr holdings, the 

?„r g "n“.’c”" <—• *—*»» 

>*•**- 7 rlce s 

- rl; ., r. 

he costs-factory HMrkct.ns and^g^^ ^ amount of arbitrary proration of 

make a van • single product cover the mar- 

important thing is that the -nmg pn c 0 f a P contri bute toward 

Sinai costs incurred ,n * "»»and s 1 ^ „ tta 

SS sx'.aw: -mins .o 

That cost is important in pricing is generally recognized. A neent study 
b/the National Association of Cost Accountants 

TT S”co“ii (or'pricing; « 

companies were found to exclusively 

I 1115 27, delusively m S order, and 30 both for stock and special 

ordcr^The accompanies manufacturing products for stock were found to 
use standard costs for fixing catalogue pr.ee m this manner. 


I t companies used their unadjusted standard costs in fixing these pnees. 

The standard costs of these companies were on a current basts ^ 

21 companies adjusted their standard costs by the rat,o of act 1 
standard cost. Most of these companies had not rev.scd 
nrice and labor-rate standards to the current cost basis 

5 companies adjusted their standard ^ materials 

prices. All these companies made products u. ^ 

«*“ to expoc,ed chang ” in 

costs 


Of the 41 companies manufacturing to special order, whose products wr. 
priced on a hid rather than a catalogue price basis, standards were used 

pricing in the following manner: 

° Research Series 14, Oct. 1, 1948. 
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39 companies used material- and labor-quantity standards in estimating 
the material and labor costs of orders 

36 companies used material price and labor-rate standards in calculating 

material and labor cost estimates ° 

37 companies used standard overhead rates in estimating overhead costs 

This study indicates that standard costs are important in pricing, both with 

companies manufacturing for stock and with those which manufacture to 
special order. 

factory unit product costs also serve financial purposes. They are required 
in establishing the cost valuation of in-process and finished-goods inventories. 
Such unit costs, with the associated perpetual inventory records, make it pos¬ 
sible to compile monthly profit-and-loss statements without taking a physical 
inventory. 

The cost-price relationship, thus seen to be multiple and diverse, is par¬ 
tially summarized below: 

Accounting costs may sometimes be used directly in pricing, or they may 
be so used after adjustment to expected future conditions. In other 
cases, cost is not a short-term determinant of price to any extent what¬ 
ever. 

Total product unit cost, including selling and general expenses, may be 
said to fix the minimum below which price may not go in the long run 
without impairment of enterprise capital, possible bankruptcy, and con¬ 
sequent reduction of the supply of the commodity available in the mar¬ 
ket. Normal total unit cost may be said in this sense to indicate normal 
price. 

Out-of-pocket or incremental unit cost may be said to fix minimum price 
in the short run. Management presumably would not knowingly make 
a sale involving less income than outlay. As pointed out in the pages 
on cost-volume relationships, the cost accountant must keep manage¬ 
ment informed as to such minimums. 

If a price is fixed by policy, or by market factors beyond the control of a 
single supplier, the cost-price relationship is still important in reverse. 
Price now indicates what costs may be incurred without experiencing a 
loss. If conversion and nonmanufacturing costs are pretty well stabi¬ 
lized, price less the sum of these costs gives the amount that may be spent 
as a maximum for material. Price less the manufacturing and non¬ 
manufacturing out-of-pocket costs gives the amount contributed, per 
product unit, toward fixed costs and profit, if any. 

Cost that is too high in relation to a market price that is fixed by factors 
beyond the control of a particular supplier is a constant reminder of the 
need for cost reduction and control. 

Cost, even when not significant in setting price, is a basis for measuring 
profitability. Hence costs should be available, separated between fixed 
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and variable items, by individual product items or lines. Costs also 
should be segregated by sales territories, trade channels, customers, and 
orders. In this way the cost-revenue relationships by these aggregates 
may be made the basis for a more profitable direction of company effort 

and for establishing wise selling policies. 

Pricing is keyed to the future; therefore expected costs arc more important 
than past costs, or even current standard costs unless these will carry 

over into the future. 

When a company is making a number of lines of product, it is important 
to be able to prove that sales revenue for each line, and preferably foi 
each item, is recovering its own direct costs and contributing something 
toward meeting the general expenses of the business common to all 

products. 

Fhe cost system must be prepared to meet the varying cost demands in¬ 
volved in pricing. 

Short-term planning and budgeting. Budgets are discussed in a later sec- 
lion. Therefore they are mentioned here only to define their place among 

managerial control instruments and pioceduies. 

Two uses of the word “budget” should he distinguished: A budget may be 
either (1) a type of standard, as is the flexible or variable budget previously 
described; or (2) a coordinated forecast and program expressing in money 
the short-run objectives of the company as related to operating revenues and 
expenses, planned capital expenditures, cash receipts and disbursements, 
and planned financial position. The factory-cost portion of the budget, in 
the sense of a planned program controlling operations for 3 months, 6 
months, or a year in advance, is based upon the cost standards described 
previously, plus any anticipated variance from these standards. The use 
of cost standards obviously greatly facilitates the computation of the budget. 
The budget is prepared, however, not from the standpoint of product cost¬ 
ing, but rather from the viewpoint of fixing responsibility for expenditure. 
Hence it should indicate what each executive should spend to carry out the 
planned sales, production, research, plant improvement, and other pro¬ 
grams. 

The preparation of the budget alone, irrespective of later use, has very 
important advantages: (1) it compels thinking ahead, the anticipation of 
conditions that will be encountered relative to sales, production, materials, 
labor supply, and other operating factors, thus putting each responsible 
executive in a better position to adjust to conditions before they are actually 
encountered; (2) it compels weighing the relative 4 needs of alternative uses 
of the physical and financial resources of the company, compromising and 
reconciling competing demands, thus promoting integration and coordina- 


\ 


480 


MANAGERIAL CONTROL AND THE COST SYSTEM 


lion, so that different sections of the business are not working at cross pur¬ 
poses; and (3) it sets up objectives and goals which are stimulating to effort 
and rewarding in satisfaction, and perhaps also in bonuses, if attained. In 
addition to these benefits, the budget also provides a basis for comparing 
actual with expected operating results in terms of organizational responsi¬ 
bilities. The budget is, therefore, an important instrument of managerial 
control. 


Costs for managerial control. The above discussion of instruments for 

managerial control has shown a variety of needs for cost information and a 

variety of types of costs to fill these needs. Major needs and types are sum- 
rnarized below. 


Inventory valuation and costing sales. This requirement may be met by 
using one or all of the following: 

Historical, or so-called actual,” product unit costs 

Historical product unit costs modified by the substitution of prede¬ 
termined for actual overhead cost 
Standard product unit costs 

Pricing The need for cost data for pricing purposes may be met in a 
number of ways, using: 

Historical product unit costs. This type of cost is often not suitable 

for pricing (except possibly in an unusually stable industry) for 

two reasons: (1) it looks to the past, whereas prices are normally 

projected into the future; and (2) historical costs vary inversely 
with volume 

Historical product costs averaged over a number of years. This type 
tends to eliminate some of the effects of changes in volume It will 
be lower than current actual cost in a period of low production and 
higher than that cost in reverse circumstances 
Historical product costs modified to give effect to expected future- 

conditions relative to material and labor costs, volume, and other 
factors 

Current standard product costs. These resemble modified historical 

costs, except that the cost effects of avoidable wastes and ineffi- 
ciencies have been removed 

Normal standard product unit costs. These costs arc similar to cur¬ 
rent standards except that they include a broader time basis This 
affects principally the allocation of fixed overhead costs 
Increment costs. This type of cost disregards the total prorated out¬ 
lay basis present in the types of cost previously listed Emphasis 
is upon the additional costs that will be incurred in increasing the 
output of a product, or in adding a new product or product line 
A single company would not use all these types of product costs simul¬ 
taneously, although more than one may be used at the same time. As 
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explained earlier. actual prices may be determined exclusively, in the 
shor t run. hy market factors. Product costs, both total and incremental, 
are nevertheless important in measuring relative profitability and in 

guiding sales cflort , 

Cost control. Each kind of cost referred to above has been a product unit 

cost. These costs are not useful directly in managerial control, although 
properly broken down they are useful, particularly the standard cost 
variety, in planning future expenditures and in calculating cost allow¬ 
ances. Cost control is concerned primarily with expenditures stated in 
terms of ( 1) the executive responsible for incurrence; (2) the object or 
service for which the cost is incurred; (3) the nature of the item in 
reference to its variability. These purposes require the following kinds 

of costs and cost statements: 

Budgeted costs for a future period, broken down by nature of the 
item and the responsible executive. The variability factor may be 

presented through the flexible budget . 

Actual costs of the period as it progresses and after it is closed, ex¬ 
pressed in the same manner as the budget 
Detailed comparisons of the budgeted and actual costs, with explana¬ 
tions of differences 

Allowed costs for the actual output stated in terms of nature ot item 
and responsibility for incurrence. The allowed direct costs (ma¬ 
terial and labor) may be computed as the multiplication of unit 
standard costs times actual output. Allowed overhead costs may 
be computed from flexible budgets, or otherwise calculated from a 
knowledge of variability factors applicable to individual expense 

items ... . 

Comparisons of allowed and actual costs in terms of responsibilities 

and causes for variations 

Other needs. A large variety of managerial questions require special cost 
investigation and research. Some recurring problems, the solution ot 
which demands consideration of cost data, are listed below: 
Equipment replacement 
Make or buy 

Plant location or relocation 
Economical lot size 
Cost of special runs 
Design change 
Material substitution 
Wage increases 

Changes in hours, working conditions, or wage payment plans 

Alternative methods of processing 

Selection of equipment 

Addition or withdrawal of products 
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Order size 

Addition or discontinuance of a sales office or territory 

Cost-reduction proposals 

The place of the cost accountant. Cost-accounting literature in recent years 
has discussed extensively the contribution that accounting is able to make 
irectly to the regulation of expenditure and to cost reduction, and indirectly 
to the improvement of performance and the increase of efficiency in all 
phases of operations, particular attention having been given to the factory 
The expressions “cost control,” “control through cost,” and “control through 
accounts are in common use. It should be clearly understood, however 
that neither the cost accountant nor the controller who is his superior (both 
being members of the staff organization) exercises managerial control except 
in his own department. The cost accountant’s task is to record analyze 
interpret, and report cost facts and estimates to the various general divi¬ 
sional, and departmental executives, who are members of the line organiza¬ 
tion. These men make the decisions and initiate the action, formulate the 

m eCt ^ eS m? lanS ’ P ° hcieS) and P r °g ra ms by and through which control is 
effected. The cost accountant, nevertheless, participates in the formulation 

and use of these managerial control instruments in at least three ways: 

1. He supplies cost data, from past cost records and from special cost 
studies and analyses, pertinent to the formulation of the plans poli¬ 
cies, programs, and standards that management is to use in its control 
enorts 

2. He collects and analyzes cost facts related to current actual operations 
and performance, and determines the cost of individual products 

d. He reports and interprets current cost facts to management, at various 

levels, and compares these facts with the expectancies indicated by the 
predetermined plans, programs, and standards 


This third type of costing effort is customarily described as cost control 
The total managerial control effort with which the cost accountant is affil' 
lated is, however, much broader in scope, as described earlier, although it 

may be thought of as culminating in this final stage. In all its aspects man- 
agerial control includes these three stages or phases: ’ 


1 . 

2 . 

3. 


Planning, or predetermining goals and expectancies 

Operating or conducting the day-to-day affairs of the enterprise in 
its internal and external relationships 

Comparing actual performance and accomplishment, the results of 

operations, with the planned goals and expectancies, noting differences 

and variations, and determining, if possible, the persons and causes 
responsible for these differences 
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3. Planning the system for cos t control 

The cost system, like other tvpes of managerial effort, must he planned. 
The particular purpose, to he served, and the methods to be followed must 
he worked out in advance to fit the circumstances of each installation Every 
phase of each of the parts of the system must he defined in terms of detailed 
procedures to be followed. All the parts must be coordinated into a work¬ 
able whole, capable of realizing the ends and objectives that have been set 
up. Some of the general aspects of the preliminary planning required are 

brieflv described below under the following headings: 

Selecting the product-costing method 
Standardizing the operating conditions 
Departmentalizing the plant 
Defining the products to he costed 
Fixing the direct-cost standards 

Measuring the variability of departmental overhead 
Distributing service-department costs 

Setting productive-department overhead or process rates 
Computing standard unit product costs 

Other phases of the cost system- the detailed methods of accounting for 
material, labor, and overhead and of summarizing the costs of goods finished 
and sold—must also be planned and designed before they can be put into 
use. Discussion of these matters is, however, deferred to the discussion on 

operating the cost system. . , 

Selecting the product-costing method. An early task in planning a cost sys¬ 
tem is the selection of the kind of product-costing method to be used. Choice 
is limited essentially to the following methods: 

Historical methods 

Order method, also called the job or special-order method 

Process method 
Standard-cost method 

There are manv variations of each of these methods. Many plants employ 
a combination of methods, using the process system in one division or plant, 
and a type of standard system in another. Every company has use for tin 
order method, if not for accumulating product costs, then for summarizing 
the costs of plant construction orders and major overhauling or repair jobs. 
Only the general characteristics of each of these methods can be described 

in the limited space available. 

Choice among these methods depends upon the objectives which are sci 
up, the nature of the product, and the manufacturing methods used. 
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The order method. When this method is used for accumulating product 

costs, a product item is defined in terms of the output made on a single 

production order. The order may cover a specified quantity of a single part. 

the manufacture and assembly of a group of parts required for a number of 

subassemblies, or all the parts and assembling operations required to make a 

number of finished units. The nature of the individual order is regulated by 

the production control methods in use, which in turn depend upon a number 
of other factors. 

This method can be used only when the items made on a production order 
retain their individual identity. They must be distinct articles, in contrast 
with bulk products such as flour, sugar, and gasoline. The productive condi¬ 
tions under which these articles are made are usually those described as 
intermittent processing, rather than the continuous processing characteristic 
of bulk-product manufacture. The method is particularly useful, in the sense 
that it is the most practicable method, when nonstandardized, nonrepetitive 
items are made on special order to customers’ individual specifications. 

The essence of this method is that all production costs are identified or 
allocated to one or another production order. Material issued from stores is 
recorded on material requisitions or reports as having been used in the manu¬ 
facture of a particular order. Labor time tickets show the direct-labor cost 
of each order. Overhead cost for each department through which the prod¬ 
uct has passed is assigned to the order by means of an actual, or preferably 
a predetermined, overhead rate. The number of units of the basis used for 
applying the overhead cost of each department, multiplied by the overhead 
rate of the department, gives the overhead cost allocated to the order. Com¬ 
mon bases used are direct labor-hours, machine-hours, and direct-labor 
cost. 

An order cost sheet is frequently set up as a means of assembling the costs 
identified with the order. Many different forms are in use. Usually the sheet 
is divided into sections for material, labor, and overhead. These types of 
costs, as incurred in each department, are posted to the cost sheet. This 
posting is often done on the basis of preliminary’ summaries so that each indi¬ 
vidual requisition and time ticket need not be posted. When manufacture 
is completed, the summarization of each section gives the total element cost, 
and the addition of the totals of the three sections gives the total factory cost. 
In this process of summarization and posting, costs incurred in each factory 
department may be kept separate. The total cost of the order, divided by the 
number of units produced, gives the factory unit cost which is used for val¬ 
uing the finished-goods inventory and costing goods shipped. There are 
many variations in this procedure of summarizing the cost of each order 
The essential functions are those that have been described, however they may 
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be performed in any individual case. Manual methods of summarizing and 
posting are not economical in large factories, any more than tabulating- 

machine methods arc suitable in a small plant. 

The order method is useful, where applicable. It is, however expensive to 

operate and should be avoided if possible. It has, moreover, other very defi- 
nite limitations: 

It provides only a weak means of controlling costs. Usually no standards 
Tre available as criteria of operating efficiency, and hence it is impos¬ 
sible to judge if, or where, or why, the costs of the order are excessive 
Comparisons may be made with similar orders made in the past, or wit 
cost estimates compiled before production was started, but these com¬ 
parisons do not disclose the differences between the costs incurred and 

what those costs should be . . , . i 

The costs assigned to the order reflect the cost effects of the accidental 

circumstances and the chance variations relating to its manufacture 

Despite these defects, the order method has been and still is extensively used 
for product cost accumulation. A comparable procedure is much T ' ' 
sively, if not almost universally, used to accumulate the costs of plant con 

struction jobs, property changes, and major repair work. . 

The process method. Under this method the primary basis of product 

costing is the process, rather than the production order. The proc«* may 
be thought of as a single operation, or more frequently a group of "date 
or sequential operations performed together. The factory ,s departm^tal 
ized on a process basis. Costs and output arc recorded for each departm 
for a fixed period, usually a month. The total cost of a product is composed 
of the summation of the separate costs of the processes required for its manu 
facture. The material cost of the product may be included in the processing 

costs, or it may be summarized separately. . 

In the simplest production circumstances, where only one product 

made in a plant, the division of the total operating expense by the total out¬ 
put, both stated on a monthly basis, gives the product unit cosh But even n 

these simple circumstances the summation of total expense and tota output 

only would not constitute a satisfactory cost system, although it does illustrate 
the essential features of process costing. To provide adequate information 
for management purposes, the plant must be departmentalized so that respon¬ 
sibility for cost incurrence can be established. Costs must be analyze a 
recorded for each department to show expenditures for individual materia s, 
types of labor, and kinds of overhead expenses. Some activities of the_p a 
are of a service nature. They supply power, heat, and other utilities 
departments making the product. The cost of these services should be sepa¬ 
rately accumulated, and distributed to the producing departments benehte . 
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The breakdow n of costs departmentally. even when only one product is made, 
is essential in establishing responsibility for cost incurrence, thereby provid¬ 
ing a degree of cost control. 

Complications of product costing by the process method arise when more 
than one product is manufactured. Some of the difficulties arising are briefly 
described below. 

When a product passes through several processes. These problems mav 
then arise: 

The problem of selecting a suitable unit for measuring output as the 
nature of the product changes 

The problem of waste, shrinkage, and production losses 
The problem of partially finished units in each process at the end of 
the process period 

The problem of transferring costs from process to process and of 
accumulating the final cost of the product 
When more than one product is processed in a department. In this case 
the products may not be homogeneous as to costs by reason of differ¬ 
ences in— 

The material element. The material cost of the products, in this 
event, is not charged to the departmental or process account. The 
material cost of each product is charged directly to an individual 
product cost accumulation account 
The processing time per unit 

If the several products pass through the process in rotation, only 
one product being worked on at a time, an allocation of the total 
conversion cost of the period—that is, the processing cost exclud¬ 
ing material, may be made in this manner: 

A record of the hours spent in processing each product is accu¬ 
mulated for the month 

The total conversion cost divided by the total hours gives a 
rate per hour 

The hours applicable to each product, multiplied by the proc¬ 
essing rate, produces the total cost assignable to each product 
The processing cost of each product is closed to its individual 
product cost accumulation account 

If the several products are processed simultaneously: All may re¬ 
quire substantially the same amount of time per unit. In this 
event, the total processing cost of the period, excluding material, 
is allocated in the proportion of the units of each to total units 
processed 

If the unit processing time varies among the products, weighted 
product units may be adopted as a means of prorating the com¬ 
mon processing costs. The weight factors are based upon the 
relative processing time required for a unit of each product 
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Thr prorr,, mrthncl is vrry flexible instrument of product costing. It(has 
manv variations and applications, particularly in the costing of standardized 
bulk'products and in the mass production of like articles. All companies have 
u,e for this procedure in costing factory service and marketing activities, 
even when other methods are used in costing products. Some conception 
of the scope of this method may he gained from understanding that at one 
extreme of its use, particularly when material and processing costs differ 
amonv products, the application of this method resembles order costing; ,n 
other circumstances, particularly where predetermined processing rates have 
been adopted, the application of the method resembles standard costing. 

Where applicable the process method is less expensive to operate and more 
informative from a cost-control standpoint, than the order method. The 
comparison of actual processing rates in each department, period by period, 
aff ords a better picture of cost trends and divergences, provided the variable 
and fixed elements of cost are properly segregated, than may be had from a 
comparison of successive order costs for a single product item. The compari¬ 
son of predetermined with actual processing rates, and the analysis of differ¬ 
ences between them, may also shed some light on department spending, pro¬ 
vided allowances are made for differences between the estimated and actual 

volume of work. , 

Processing costs, like order costs, are obviously average costs. In the one 

case the averaging is done over the total number of units processed in a 

period. In the other case, the averaging is effected over the number of units 

made on one production order. 

The standard-cost method. Some general features of standard costs have 
already been described. Other aspects arc explained in later pages. At 
this point some problems to be solved in designing a standard-cost system 

are briefly reviewed. 

Major phases of using the standard-cost method arc these: 

I. Predetermination—in advance of the accounting period: 

1. The advance establishment of detailed quantity and price s an - 
ards for all elements of material, labor, and overhead, for all prod¬ 
ucts to be made TT 

2 The calculation of the standard unit cost of each product. 

a complete standard-cost plan, this is the only product unit cost 
calculation made, inasmuch as actual unit costs are not compiled 
through the formal cost records. They may be computed, a PP r0 * 1 ' 
matcly, if necessarv, by multiplying the standard unit cost by v 
ratio of total actual to total standard cost, computed by cost ele¬ 
ments in all departments 

II. Operation—during the accounting period: . . , . r anl i 

1. Recording the actual consumption and use of material, labo , 
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overhead in each department. Actual quantities, prices, and total 
costs should be made available 

2. Measuring and recording the product output. Detailed records 
must be kept of the output of each product in each department 

3. Determining the allowed quantities and costs, in terms of material 
labor, and overhead, of the actual output. This calculation is made 
ioi each department by multiplying the actual quantity of each 
product made (11-2 above) by the unit standards (1-1). The 
result is a statement ol the allowed cost of the actual output 

4. Comparing the allowed quantities and costs of the actual output 
ol each department (11-3) with the actual quantities and costs of 
material, labor, and overhead used (II-l) 

J. Analyzing the differences between actual and allowed costs in 
terms of factors and causes responsible for the diff erences 

In planning a standard-cost system, decisions must be made on the follow¬ 
ing matters: 

The type of standard to be used 

The departments or products to be included 

The extent to which standard costs are to be introduced into the formal 
cost accounts 

I he frequency and manner of analyzing differences between allowed and 
actual costs 


These matters are commented on briefly below. 

Types of standards are described as: 

Ideal standards, beyond the range of current attainment 
Currently attainable good performance standards 
Past experience standards 

Fixed standards, basing points used as indices by which to measure the 
trends of performance 


1 he currently attainable standards, requiring good but not impossible per¬ 
formance, are considered most suitable for all standard-cost uses—controlling 
costs, pricing, costing inventories, and budget planning. 

A company planning the use of standard costs must decide the scope of 
the application of this method. It may be applied only to certain products 
and departments, or it may be used for all products and factory' operations. 
It may be used as the sole product-costing method; or the order method, the 
process method, or both may be utilized with it. 

The ext, ‘ nt to which standard costs enter the formal cost accounts must be 
decided. At one extreme is the complete exclusion of standard costs from 
the formal records. Comparisons between actual and allowed costs are then 
made only in statistical computations and reports. At the other extreme is 
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the dual record of both actual and standard costs in parallel columns of all 
inventory and departmental cost accounts. Another possibility is the use 
Standard costs only in finished inventory and cost of sales accounts, n the 
author’s opinion, all inventory accounts—raw-material, in-process, and fin¬ 
ished—should ta maintained solely at standard. All differences between 
actual and standard are then charged or credited to special accounts whose 
function it is to record these variances. Departmental overhead accounts are 
charged with actual expenditures, and are credited with the allowed over¬ 
head” cost of the actual output, either directly or through separate depart- 

mental absorbed accounts. 

The frequency and manner of comparing actual and allowed quantities 
and costs depends primarily upon the executive level and the use to be made 
of the information. The foreman should know at once, daily the allowed 
and theactual quantities of direct material and direct labor. He can exer¬ 
cise effective control of these items only on the basis of immediate quantita 
tivc information. He may also be informed daily of differences between he 
allowed and the actual variable overhead expenses of operating his .depart - 
ment Control in this area is not so immediate and exact, but he should be 
kept informed so that he can recognize trends. Higher executives may med 
onlv weekly or monthly reports to keep them informed as to performance. 
Sales executives may require information about the total difference between 
fheactual and standard costs of products only when a new pnee hst or cat- 

al< Thiswction‘is direc ted primarily toward securing the most effective cost 
control through the medium of accounts. Inasmuch as this objective can b 
attained most completely only by using standard-cost procedures, much of th 
succeeding discussion is related to this type of cost.ng method. Order and 
process methods are mentioned only incidentally. It is to >e u mem > 
however, that both these methods will also be used by companies using the 
standard-cost method-the order method for costing construction work ^ 

perhaps some special products; the process method for “stiff-, 
activities, marketing efforts, and perhaps a portion of tu piocut 

' Standardizing the operating conditions. A standard cost plan‘ t ‘!u" < budgc t 
ize its very definite advantages in controlling costs and planning S 

program unless the physical circumstances of production arc adequat, 
tematized. Standardization of factory conditions must precede ■ - 

and use of quantity and cost standards. 

Standardization of the operating conditions requires— 

Detailed product specification- the types, sizes, and technical description 
of each item to be manufactured 
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Detailed material specification—the types, technical description, and 
amounts ol each material required for each part or product 
Careful planning of the plant layout and flow of work 
Detailed description of each operation and the operation sequence 
Control of operating conditions, such as light, heat, humidity, and other 
circumstances affecting work performance 
Production control, regulating the initiation and flow of work 
Selection and training of employees in the performance of their tasks 
Written instructions as to what is to be done and how to do it 


The above requirements indicate the need for an intimate knowledge of 
the work to be done in the factory—what, by whom, when, and how. This 
systemization is closely related to cost control. Without stabilization of the 
operating conditions, regulation of cost incurrence is bound to be erratic, 
if not impossible. The objective of standardization is the establishment of 
stable operating conditions upon which tight standards can be set. 

A somewhat related matter is the systemization of the machinery and 
equipment records. The plant ledgers should include an identification of 
each item, its location, capital cost, periodic depreciation, and a record of 
major repair expenditures. These records are the basis for computing de¬ 
partmental depreciation, property taxes, and property insurance costs. 

Departmentalizing the plant. Proper departmentalization of the plant is a 
matter of concern both in setting up the organization structure and in cost 
accounting. From the former standpoint, a factory department is an area 
for which a single line executive, usually a foreman, is responsible. The cost 
system must be fitted to this organization structure, so that cost reports can 
be made showing the actual costs, the allowed costs, and the cost variances 
for which each foreman is responsible. Departmental accounts must be pro¬ 
vided in the account classification to which actual costs arc charged. The 
account mechanism often requires a control account and a sufficient number 
of subsidiary accounts to provide an adequate analysis of department 

expenditures in terms of objects or purposes for which these costs were 
incurred. 

Factory departments are described as productive and service. Manufac¬ 
ture of the product takes place in the former. Service departments provide 
some utility, or staff or supervisory activity, such as production control, 
engineering research, and cost accounting. Departmental accounts are pro¬ 
vided for both types of departments. Cost accumulated in the service- 
department accounts is usually distributed periodically to the producing 
department accounts at actual or standard rates, as a means of effecting the 
absorption of service costs into product costs. Other cost-accumulation 
accounts, such as for building service or occupancy costs, must be included 
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1 -c Cam xre accumulator! in, and distributed 

L^theTAccounts' E\ manner identical with the handling of service- 

although they actually occupy no 
pin oTl plant and have no tangible existence as departments. They are. 

U^ a single producing department 

as sef up for the organizational purpose of delimiting authontv and fixing 
Till it will he neccssarv for costing purposes to subdivide the 

*p*rr 7 z "7 . ***— - 

.. „ f ... basis -such as lahor-hours or machine-hours—used to aDsor 

1§~=5 

I S to have a lost equal to any other hour of use. as 
individual rates. If these rates are averaged and ,t . -,d s 

~S~. £#;-s 

individual product costs. Such rates are required in all types p 

costing procedures—order, process, and standard. 

The word “department” is used herein to indurate any subdivision of the 

plant for cost-accounting purposes. In some cases, particularly ^ 

control and responsibility for cost incurrence and cost variances a 
the administrative department is the intended reference AN.hen P 

mental overhead rates used for product costing purposes ^e involved 
area referred to must he understood to be the cost center. The co.t- 
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rate is then made up of a combination of individual machine and adminis¬ 
trative departmental costs. 

Defining the products to be costed. Under the order method, the product 
is defined in terms of the units to be made on the individual order. Each 
order is a product from a product cost-accumulation standpoint. Products 
must be defined in more general terms under both the process and the 
standard costing methods. 

The problem under discussion may be partially described by saying that its 
solution requires a decision as to the scope of averaging to be employed in 
stating product unit costs. The cost of a single physical unit is rarely, if ever, 
computed in factory cost accounting. Instead the total cost of a batch of 
similar units made on one order or in one period is compiled, and the average 
cost of all units is computed and imputed to each unit. How much further 
may or should the averaging be extended? Must the units over which the 
averaging is done be physically identical, or as nearly so as the limits of tol¬ 
erances and quality require? May size differences, as they exist for example 
in shoes and clothing, be disregarded? In this event all units of a given style 
are regarded as identical, or homogeneous, from a product-costing stand¬ 
point. May minor differences of style, color, and texture be disregarded? 
May all items in a product class or line be grouped for unit cost calcula¬ 
tions, and for cost-control and budget-planning purposes? Are the limits of 
product grouping different for each of these cost purposes? 

Somewhat similar questions arise about defining product units in prelim¬ 
inary stages of manufacture. These preliminary stages may permit a differ¬ 
ent grouping of product items than is permissible in the final manufacturing 
stages. 

These questions can be answered only in reference to each cost installation. 

Fixing the direct-cost standards. The preliminary work of product design 
and material specification, standardization of operating conditions, depart¬ 
mentalization, and product grouping for costing purposes having been con¬ 
cluded, and the standard costing method having been selected, the cost- 
systems man may proceed to the setting up of the detailed quantity and price 
standards for direct materials and direct labor. 

The systems man may not proceed alone at this stage of his efforts. He 
must depend on the industrial engineer for the quantity factors. He will 
determine the allowable quantity of each kind of material per unit of each 
product item. Operating-time allowances will be established by time study 
of each operation, or by compiling synthetic time standards from known ele¬ 
ments of these operations. These quantity standards may sometimes be 
checked with previous operating records or with experience gained from trial 
runs. Standard prices for material will be set in cooperation with the pur- 
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chasing department, looking forward to the expected costs in the coming 
period Labor rates will be set, if not already established, m connection with 
• personnel department. The standard labor time and rate for each opera- 
?on ma> of couL be expressed as a standard piece rate. Ex,sting methods 

„f wage guaranties and incentives must be considered. 

On the basis of these material and labor quant,ty and price standards, the 
s, mdard direct-material and standard direct-labor cost of each product may 
he computed and recorded on a standard cost card for each product. In 
Zy continuous processing industries, direct labor is combined with over¬ 
head in a standard processing rate. 

Measuring the variability of departmental overhead. Some kinds of fa 

tory overhead expenses (depreciation, property taxes. <'' nd insuran ^ 
example) are constant or fixed for a given plant capacity and do not 

change over the short run. as the number of units of product made in 
change, ovli f ovcr head cost vary in pro- 

within the limits of a given capacity. 

The variability of each kind of expense in each department mus^ 

st,.died and defined as a step in fixing the overhead expense standards. Th 
study requires— 

total. This measurement may be made through study o ^*^,4 
expenses,'and by means of engineering analysis of "hat . p 
be incurred at various operating levels 

The results of this study, the final amounts of each individual expense= an 
total'dcpartmeiital capon.- ,ha. a- -on.ldccd allowable a. ...led 
points, may be expressed in various ways: 

A flexible budget may be drawn up, showing in the ““ch 

of expense allowable, in total and for each kind ol 1XP V norma l 
stated volume. Volume intervals varying by 5 per cent over 

operating range are commonly used 
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A graphic presentation ot these data may aid in visualizing expense varia¬ 
tion and in indicating approximate expense allowances within the stated 
intervals shown in the tabulated flexible budget 

Expense variation may be expressed as a formula. The formula for a 
straight line is generally considered satisfactory as a statement of varia¬ 
bility within the normal operating range. The general representation 
of this formula is: y = a + bx, where y = total expense allowance: 
a = the amount of fixed expense; a: = units of volume, measured in 
units of product if only one product is made, or in some measure of 
operating effort such as labor or machine hours; and b = the amount 
of change in the expense per unit of volume. A separate formula is 
usually necessary for each kind of expense in each department 

The purposes of this study of expense variability are to— 

Furnish the basis for controlling overhead cost incurrence 

Provide cost standards for overhead expense to be used in calculating 
standard product cost 

Facilitate the preparation of the budgeted program for a period 

The general procedure by which the flexible budget is used to effect cost 
control is this: 

The budget shows the predetermined expense allowance at various oper¬ 
ating points 

The actual expenditures of the current period are recorded in the accounts 

The actual operating point of the current period is measured in terms of 
volume units 

The allowed expenditure for the actual volume is read from the flexible 
budget, directly or by interpolation, or is read from the budget graph, 
or is calculated by application of the expense variation formulas. This 
allowance should be available for each item of expense and for the 
department total 

The actual expenses of the period are compared with the expense allow¬ 
ances. Variations are stated and analyzed in terms of factors related to 
volume and efficiency by processes described later 

The flexible budget provides the standard for arriving at product cost by 
procedures described in the section entitled “Setting productive department 
overhead or process rates.” 

The flexible budget is used in the preparation of the operating budget in 
this way. The planned product-production program, having been estab¬ 
lished, is expressed in terms of the volume of activity required in each depart¬ 
ment. The allowed cost for this level of activity is already indicated by the 
flexible budget. This use requires that the flexible budget itself must have 
been revised to express the expected allowances of the coming period. Such 
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periodic revision is necessary for the two other uses of the flexible budget, 

namely, cost control and product costing. 

Distributing service-department costs. The planning of the cost system 

requires, as one phase, the establishment of the bases and methods for dis¬ 
tributing service-department costs to producing departments, or otherwise 
providing the means for their absorption into the cost of products manufac¬ 
tured. 

So-called “service” departments may be divided into three types: 


1. Contributing departments. These departments aid or assist production, 
directly or indirectly, in a physical sense. The nature of these depart¬ 
ments differs from plant to plant, depending upon the product made 
and the processing required. Departments of this type commonly found 


n 
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Power generation 

Steam production 

Electrical distribution 

Internal transportation 

Material storage 

Waste collection and processing 

Machine maintenance 

Tools, dies, and pattern manufacture 

Plating, hardening, and grinding . 

Some of these activities, such as plating, hardening, and grinding, may 

be treated as production departments in some factories. 
Plant-management departments. Departments of this type provide 
production facilitation such as the following, each of which is recog- 
nized as a separate function and activity: 

Production planning and control 
Personnel administration 
Purchasing 
Receiving 

Stock-record maintenance 

Timekeeping 

Payroll 

Product testing and inspection 
Product design and development 
Time study and process engineering 

Plant safety 

Employee training 

Plant hospital and first aid 

General plant supervision # . , 

Expense accumulation centers. An example of this type is the esta - 

lishment of accounts to accumulate occupancy expense through sum- 
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marizing building depreciation, insurance, taxes, and janitor wages and 
supplies 


Service-department costs must be studied and expressed as flexible budgets, 
thereby being rendered more amenable to control. Such costs may show a 
greater rigidity, in relation to volume changes, than producing department 
costs. Some quantitative unit must also be selected for each service depart¬ 
ment, or related groups of such departments, for the purpose of_ 

Measuring the volume of service activity 

Providing a basis for distributing service-department costs to producing 
departments 


Individual units of activity arc desirable, and available in many cases, for 
the measurement and distribution of contributing-department costs. Some 
examples are: kilowatt-hours, horsepower-hours, pounds of steam, recorded 
time, or some other measurable characteristic of contributory service activity 
General measures of activity, such as labor hours, total wages, or numbers 
of employees, must be used in relation to plant-management departments. 

Occupancy costs are measurable and distributable on the basis of square feet 
or cubic feet, either weighted or unweighted. 

These measures of service-department activity are used for the purpose of 

controlling service-department expenditures in the manner explained in the 
previous section. 

They are also used for setting up service-department activity cost rates as 

a basis for distributing these costs to producing departments. These rates are 
established as follows: 


The normal volume of a service activity is determined and expressed as a 
stated number of activity units. A distinct unit is usually necessary for 
each contributing-department activity. A single unit may often be ad¬ 
vantageously used for all plant-management activities combined 
The service activity rate or rates are calculated by either of the following 

A single over-all rate for each activity (or group of activities, such as 
plant management) is used. This is calculated by dividing the total 
allowed expense, as shown by the budget for the normal activity, by 
the number of units of the activity at that point 

Two rates are used, one for fixed expenses, and the other for variable 

expenses. Each is calculated by dividing the total of each kind of 

expense, at the normal operating point, by the number of activity- 
units at that point 

These rates are used to distribute service-department overhead costs to the 
producing departments in either of these ways: 
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I hr amount distributed to each producing department each month is 
determined bv multiplying the actual number of service-activity units 
furnished or applicable, to that department by the over-all normal 
service rate. Another method used, but one that is not so reasonable is 
o calculate the monthlv distribution by multiplying the actual number 
of units bv the actual service-unit cost, as calculated for each month 
The amount distributed to each producing department each month is 

'"tLIZ* calculated bv multiplying the normal number of 

service units furnished each producing department by the normal 

Th^variaMc portion, calculated bv multiplying the actual number of 
service units furnished each producing department by the norma 
variable rate. A less satisfactory variation is to use the current 

actual variable rate 

The dual rate basis may be considered more satisfactory but also more diffi¬ 
cult of application. The theoretical justification of the dual rate basis is that 
the fixed service costs are related to the capacity to serve, and hence should 
he distributed in proportion to that capacity as measured on a nonrnd basis 
In contrast, variable sendee-department costs should vary with the volume o 
actual demand coming in from the producing departments and hence the 
service-department variable-cost distribution should be made on this basis 
each service unit of actual demand being priced either at what it should cost 
normallv or what it does cost actually in each period. As between these :w 
rates, the author believes the normal rate should be used thus keeping m th 
service-department account, as a cost variance, the cost effect of the diff 

r*ncc between these two rates. 

possible also to treat some contributing.vice-department costs, o 
groups of other costs such as those associated with all plant-managemcn 
activities, as if they were producing departments. As a rosx.lt: such> cos 
would not he distributed to producing departments, but would be abso. 

directly into product cost, as described in the next pages. 

Many difficult and detailed questions are involved ... ‘h* proper co ^ 
and distribution of service-department costs. Should the cos o o 
department be distributed to another, the second then being distributed n 
part to the first, neither distribution being possible until the other . s mad^ 
unless some arbirary sequence is established? The best opinion ™t,.ctsmc^ 

H-oss-distribution to the minimum. 1 he above vei> general s ' 
sunics that there is no distribution of one service-department cost to another 

*.. *.... .«■ —t. 

costs of several service departments, which are necessarily kept separa 
cost-control purposes, be combined for product-costing purposes? In gene 
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such combinations should be made in the interest of product-costing simplifi¬ 
cation, provided the amount of stated product cost is not materially altered. 
It must be remembered that absolute accuracy of product-cost statement is 
unattainable in \ ie\v of the common or joint nature of service-department 
costs. One must not continue to strive toward a goal impossible of attain¬ 
ment, when it becomes apparent that the result of additional effort is infini¬ 
tesimal progress. 

Setting productive-department overhead or process rates. Setting produc ¬ 
tive-department overhead or process rates involves four steps: 

1. The sek'ction of a measure of the volume of productive-department 
effort, such as the standard labor hour or standard labor dollar 

2. The budgeting of departmental expenses at various levels of volume. 
These expenses must include both direct and prorated service costs, 
unless the latter arc absorbed directly into product cost 

3. Selection of a volume point at which the “normal” or predetermined 
standard overhead or process rate is to be calculated 

4. Calculation of the rate by dividing the allowed expenses at the selected 
volume by the number of volume units at that point 

The first two steps were discussed previously. The third step is often 
described as fixing the normal capacity of the department. 

The establishment of the standard or “normal” costing rate serves two 
purposes: 

1. It is used to calculate the unit standard product cost. The number of 
hours allowed for the manufacture of a unit of product in a depart¬ 
ment, multiplied by the standard hourly overhead rate for that depart¬ 
ment, gives the standard overhead cost of the product. If a process 
rate (which includes both direct labor and overhead) is used, the total 
departmental conversion cost is secured by this multiplication 

2. It is used to calculate the total standard overhead or process cost of the 
product made in a department in a period. This figure represents the 
total overhead or process cost absorbed in the period, and it is used— 

To relieve the department accounts of the standard cost of the ac¬ 
tual output of the period 

As a basis of comparison with the actual overhead or processing costs 
of the period 

The selection of the volume point at which to calculate the standard over¬ 
head rate presents some difficulties. Several concepts of volume or capacity 
are given below: 

Theoretical or potential capacity. When capacity is expressed in hours, 
this kind of capacity represents the total possible hours that may be 
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operated in view of over-all limitations imposed, such as the number of 
shifts. If a department has five machines and operates 40 hours a week 
for 50 weeks in the year, the total theoretical capacity in machine-hours 

is 10,000 hours per year 

Practical capacity. Interruptions of one kind or another repairs, ma¬ 
chine adjustment, lack of material and operators, improper work sched¬ 
uling, and other causes—make it impossible for a department to operate 
at theoretical capacity. If these interruptions are estimated at 20 per 
cent of theoretical capacity, then practical capacity, continuing the 

example above, is 8,000 hours per year 
Average-use capacity. Experience may indicate that past sales have not 
utilized the total practical capacity. The actual average use of capacity, 
in the above example, may have been 7,000 hours. This is sometimes 

described as the capacity to make and sell 
Budgeted or expected-use capacity. This type of capacity looks to the 
future ability to make and sell, rather than to the past. The stated 
amount may reflect the immediate expectancies, for one year, or longer- 
term expectancies (say over a business cycle) 


Average-use and budgeted capacities arc normally both less than practical 
capacity. The difference between either of these and practical capacity 
represents idle capacity, cither in the past, or expected in the future. A 
debatable choice exists, in fixing the volume point for the calculation of 
overhead or process rates, between practical capacity and expected capacity, 
measured on the long-term basis. The major point at issue in making this 
choice is the disposition of the fixed costs of idle capacity. A rate based 
upon practical capacity excludes this cost from product cost, whereas a 
budgeted basis, which may also be described as the normal sales expectancy 
basis, tends to include this cost in the cost of product made over the period 
used in estimating the expectancy. The logic of standard costs would seem 
to require the selection of the practical capacity basis. The fixed costs o 
idle capacity may then be stated explicitly as idle-time cost, or it 
may be included, unidentified, as a part of the so-called “volume van- 


vc. 


yy 


Obviously the choice made as to the capacity basis of the overhead rates 
a fleets the stated amount of unit standard cost, and therefore has a bearing 
on all uses made of such unit costs in setting sales prices and policies, costing 
shipments and inventories, stating profit and loss, and measuring relative 

profitability. 

In the final step, it is desirable that two separate rates be calculated, one 
for fixed costs and the other lor variable costs. These two rates may be 
combined into a single departmental rate for some purposes, and used sepa¬ 
rately for others. This division is useful in stating the cost of idle time as 
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noted above, and in excluding the fixed-cost element for other purposes, such 
as calculating a standard variable-unit product cost. A very reasonable 
argument is made by a small school of cost accountants that the fixed-cost 
element should be excluded entirely from inventory valuation and treated 
as a direct operating cost of the period. This position raises the fundamental 
issue whether a fixed cost that is incurred irrespective of output can be con¬ 
sidered a product cost, and whether the latter should be limited to costs that 

are incurred directlv because of manufacture. 

✓ 

Computing standard unit product costs. Previous pages have described the 
setting of material quantity and price, labor time and rate, and overhead 
or processing fixed and variable rates. These data must be assembled on a 
separate card or sheet for each product item. With the completion of this 
assembling, one major purpose of cost accounting is achieved, namely the 
determination of individual unit product costs. Under complete standard 
cost procedure no other computation of unit product costs is made. 

The uses to be made of this information have been indicated in previous 
paragraphs. 

The file of standard unit product costs must be revised periodically— 
normally, at least annually—as changes in underlying quantity and price 
standards accumulate. 

Summary. Some basic decisions that must be made in planning a cost 
system, designed to afford a maximum of cost control, have been discussed 
in the previous pages. The matters covered involve fundamental measures 


and arrangements to achieve this goal. Obviously, the detailed methods and 
mechanics of cost-system operation must also be decided upon before the 
preliminary work is completed. Some of these matters are discussed in the 


following pages. 


The preceding discussion has been concerned with manufacturing costs. 
The marketing function may also be analyzed, in somewhat similar fashion, 
in terms of specific activities, their variable and fixed costs, and fluctuations 
in amount of activity or volume. The standard unit cost for each activity 
may then be calculated. These activities and their costs may also, in part 
at least, be identified with products, territories, orders, and customers as a 
means of cost allocation to these segments of the business. 


4. Operating the cost system 

Cost-accounting methods and procedures vary widely from industry to 
industry and among companies in the same industry. Various factors are 
responsible for these divergencies—the plant layout and organization, the 
nature of the production flow in terms of intermittent or continuous proc- 
essing, the kinds and varieties of products made, the type of cost system 
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selected, i-nd the peculiarities of objective and method of individual cost 
accountant*. Much has been written about diversities in purpose and proce¬ 
dure in different companies and industries. Only certain general features of 
cost-system operation can be referred to here, and these must be described 

very briefly by reason of limitation of space. 

Certain broad aspects of cost-system operation should be kept in mind: 

The cost accounts must tie in with the financial accounts. The cost and 
financial accounts must constitute an integrated system 
The cost system must include a detailed reporting and analysis of actual 

periodic expenditures in terms of— 

The object for which the cost is incurred 

The department or cost center responsible for incurrence of the cost 
The variable or fixed nature of the item 

The identification of the product with the manufacture of which 
direct-cost items are associated. Indirect-overhead costs must be 
allocated to products and hence cannot be identified, as incurred, 

with a particular product 

A comparable analysis should be made of marketing and general ex- 

penses . , 

If the order or process methods of product cost accumulation are used, 

means must be provided for— 

Accumulating the total cost of each order, or accumulating the total 
cost of each process and product. The cost elements of materia , 
labor, and overhead originating in the several productive depart¬ 
ments must be assembled into total individual order and product 

costs 

Transferring the accumulating costs of products from department to 
department, if necessary under the process method 
Transferring the total assembled costs of orders and products from 
various in-process and departmental accounts to the finished-goods 
inventory, or directly to the cost-of-goods-sold accounts 
Maintaining finished-stock inventories and costing shipments 
If a complete standard-cost system is used, methods must be provided for 
Calculating the total standard costs of products finished and trans¬ 
ferring these costs to finished inventory 
Computing the allowed costs for each department, day, week, or 
month, and comparing these costs with the actual costs incurred. 
Supplementing these cost comparisons, daily detailed comparisons 
of allowed and actual material quantities and labor hours are 

desirable 

Following up the cost comparisons to assure corrective action 
Costing shipments 

An adequate system of cost reports must be provided 
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Following sections discuss certain major elements and constituent parts of 
a cost system. These elements and parts are present in all types of cost sys¬ 
tems order, process, and standard—inasmuch as they are primarily con¬ 
cerned with recording actual expenditure or cost incurrence, a necessity 
under all methods. 

Major elements of a cost system. Every cost system must include these 
major elements: 

A classification of accounts 

Original records of transactions 

Summaries and journals, or substitute methods for performing the journal 
function 

Ledgers, or substitute methods for performing the ledger function 

Each of these elements is discussed briefly in the following pages. 

The classification of accounts. The classification of accounts, in its total 
scope, includes all the general and control-ledger accounts with assets, lia¬ 
bilities, net worth, revenue, manufacturing cost, selling expense, general 
expense, and other items that are required to analyze the external and inter¬ 
nal transactions of the business. The classification does not include such 
subsidiary ledger accounts as those related to receivables; raw-material, in- 
process, and finished-stock inventories; payables; and stockholders. The 
classification of accounts is therefore related to financial accounting and 
budgeting as well as to cost accounting. The latter subject is particularly 
concerned with the control inventory accounts through which costs flow, the 
departmental manufacturing cost accounts, the factory reciprocal control 
accounts, and the analysis of selling and general expenses. 

The account classification must usually provide inventory accounts for raw 
materials, goods in process, and finished stock. These accounts are control 
accounts supported by raw-material, in-process, and finished-stock ledgers, 
or comparable detailed records. This minimum of three inventory amounts 
may be greatly expanded. Semifinished-stock accounts may be needed. The 
single in-process account may be separated in terms of products or product 
groups, cost elements, or productive departments. Finished inventory may 
be broken down by products or storage points. 

The department accounts are also frequently controlling accounts sup¬ 
ported by detailed subsidiary ledger accounts or analyses. 

Three types of detailed accounts are required: 

1. Direct department cost accounts. These record the expenditures for 
which the department executive must take responsibility. In order to 
understand the nature and degree of that responsibility these accounts 
should be separated as between variable and fixed items 
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2. Prorated service-department costs. These accounts record charges 
arising from the distribution of service-department costs. These distri¬ 
butions should also he separated between variable and fixed elements 

3. Department-absorbed or -distributed credit accounts. The former 
applies to productive departments. Its balance represents the amount 
of overhead charged into in-process accounts at predetermined or 
standard rates. The distributed-credit account is found in service 
departments and its balance represents the amount of cost prorated to 
other departments 

When standard costs are introduced into raw-material, in-process, and 
finished-inventory accounts, the account classification will also provide ccr- 
tain cost-variance accounts, such as the following: 

Material-price variance 
Material-usage variance 
Labor-time or efficiency variance 
Labor-rate variance 
Overhead-volume variance 
Overhead-controllable variance 

t hese variance accounts may he included among the accounts of each pro¬ 
ductive* department, or they may be set up as general accounts for the fac¬ 
tory. In the latter case, the total factory balance in each account should be 
supported by an analysis show ing the amount applicable to each department. 

Sometimes the factory accounts are physically segregated from the finan¬ 
cial accounts, principally as a matter of convenience when the cost account¬ 
ing and general accounting offices are separated. Roth sets of records arc 
then made self-balancing by the inclusion of reciprocal controlling accounts. 

Original evidences of transactions . The transactions of the company with 
its customers arc represented by customers’ orders, shipping papers, and 
invoices. Transactions with creditors are represented by purchase orders, 
bills, receiving reports, and vouchers. The internal transactions of the busi¬ 
ness—the issuance of raw material from the storeroom, the incurrence of 
labor cost, the assignment of overhead to an order or product, and the com¬ 
pletion of manufacture—these and the many other kinds of internal cost 
transactions must be recorded at the time of occurrence, so that the facts 
may be determined and preserved in written form. These records take many 
forms. In general terms, they must— 

Identify the nature and authorization of the transaction 
Indicate the quantity and price factors by which total cost is calculated 
Show the control and subsidiary accounts, both debit and credit, affected 
by the transaction, and identify the production order or product, if 
this is necessary 
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The importance of adequate original records of transactions cannot be over¬ 
emphasized. Any inaccuracies therein are sure to be transferred to summary 

records. Any deficiency of information therein can he overcome, if at all, 
only with great difficulty or expense. 

A few examples of the many kinds of original evidences of transactions 
required in the operation of a cost system are: material-used report, attend¬ 
ance card, labor-time ticket or report, order-completion report, production- 
quantity report, and shipment record. 


The journal function. Cost accounting involves many transactions, groups 

of which have common sources, as in vouchers, material issuances, wages 

earned, and labor costs incurred. These very numerous transactions, eac h 

represented by an original record, cannot be posted to control and subsidiary 

ledger accounts individually. To do so would require a large expenditure of 

clerical effort and serve no useful purpose. It is the function of the journal. 

in some form, to provide one or more intermediate summaries between the 
original record and ledger posting. 

The journal function of summarizing and condensing a large volume of 

similar transactions is performed in many ways, varying from manually kept 

journals to tabulating-machine summaries. Large installations must, for 

reasons of economy, use bookkeeping and tabulating machines in keeping 
their cost records. ° 


Ledgers. Ledgers are of two types, general or controlling-account ledgers 
and subsidiary ledgers. Both take many forms, varying from hand-posted to 
machine-posted records, and from standard-ruled sheets with debit and 
credit columns to multiple-column forms used as departmental subsidiary- 
expense ledgers. Many special arrangements are found convenient for 
maintaining perpetual inventories and machinery records, and for order-cost 
accumulation. Ledgers are also maintained on tabulating-machine cards. 

The ledger is composed of accounts, each of which summarizes from one 
or more journal sources the financial effect of transactions related to a single 
specified aspect of the business. At the general and controlling-account lev^el 
the ledger or ledgers are composed of the accounts listed and defined in the 
account classification. At the subsidiary-account level, the ledgers are com¬ 
posed of accounts with individual kinds of material, orders or work in process, 

finished goods, the detailed objects of departmental cost, and individual units 
of factory equipment. 


The ledger structure of a cost installation may be described as the inte¬ 
grated arrangement of the general and subsidiary ledgers required in the 
operation of the system. 


Principal cost procedure. A procedure is a planned use of system com¬ 
ponents accounts, original records, journals, and ledgers—to record a single 

505 



Sec. 14 


HOW TO RUN A COST SYSTEM 


tvpr or related group of transaction,. A procedure integrates the utilization 
of these svstem elements in order to accomplish a defined objective, such as 
determining and recording the payroll liability for wages earned. A pro¬ 
cedure represents an adjustment of the use of system elements to a concrete 
situation. The description of a specific procedure must set forth— 


The objectives of the procedure 

The nature and content of the ordinal record of the transaction the num¬ 
ber of copies to be made, and the destination and use of each copy in 

posting subsidiary records and in compiling summaries 
The method of summarizing the transactions and their entry into journals, 
the timing of each summary and journal entry, and the mechanical aids 

to be used , . . , 

The posting of the control and subsidiary ledger records; by whom, when, 

from what sources, using what mechanical equipment 
The subsequent use. filing, and preservation of the original records of the 

transactions 


Some major types 
complete, but merely 


of cost procedures are listed below. This list is not 
illustrative of procedures commonly required. 


Vouchers-payable procedure 
Direct-material procedures 
Purchase 
Issuance 

Inventory verification 
Direct-labor procedures 
Payroll 

Labor-cost distribution 
Overhead procedures 

Accumulation of the overhead costs ot— 

Indirect labor 
Operating supplies 
Depreciation 

Property taxes and insurance 
Repairs 

Distribution of service-department overhead 
Absorption of overhead into cost of products made 
Summarizing the costs of products finished 
Summarizing the costs of products shipped 
Analyzing the variances from standard cost 
Analyzing marketing costs 
Preparing cost reports 

Some of these procedures are commented on very briefly. 
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Vouchee-payable procedure. This procedure is a means of recognizing the 
liability arising from the purchase of materials, services, and property—the 
acquisition of any item that will require a cash disbursement in the near 

T prOCedure ’ conce rned as it is with the recognition and discharge 
of liabilities, is essentally a financial accounting procedure. It relates to 

cost accounting also, in that the acquisition of cost factors, such as raw mate¬ 
rials and operating supplies, is first summarized through the voucher register. 

Sometimes also a special procedure is set up to record factory vouchers 
exclusively. 

Material-purchase procedure. This procedure, like others, is established 
in order to accomplish specific objectives and to routinize the activities re¬ 
quired to accomplish these objectives. The major objective of the material- 
purchase procedure is to have the right quantities of materials on hand at 

the right time, and to secure them at reasonable prices. The accomplishment 
of this goal requires— 


A knowledge of the need for materials, which is based on— 

as . to , klnds . and quantities on hand and available at the moment. 

This information should be furnished through detailed perpetual- 
inventory records 1 1 

Data on planned production requirements, as shown by the budgeted 
manufacturing program & 

A knowledge of sources of supply, current and expected future prices, time 

yV / ' r j 11 o 4*« * * I . . ^ I rtation costs 

Adequate receiving, checking, and storage facilities and records 

Original evidences of transactions and other records commonly used in 
operating this procedure are listed below: 


Detailed material specifications by product items 

Perpetual stock records 

Statements of budgeted requirements 

Purchase-department source and price records 

Purchase requisitions 

Purchase orders 

Purchase invoices 

Receiving, inspection, and rejection reports 

Purchase debit and credit memoranda, and return-shipment 
Freight-expense bills 

Accounts-payable vouchers 

Voucher register and distribution records 

Inventory-control accounts 


orders 




Material issuance and use procedure . This 
the recording of the removal of materials from 


procedure has 
raw-material 


as its objective 
stores and their 
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the manufacture of specific products. General requirements 


arc- 


Identification of the individual direct-material items transferred from 
Storage to factory; and the quantities, prices, and costs involved. This 
phase requires authorization of the transfer, and the posting of credit 
to the proper subsidiary perpetual stock records and associated control 

Identification of the departments to which the materials are delivered and 
the products for the manufacture of which they are used. I his phase 
involves charges to the proper departmental or in-process inventory 
accounts, and the correct order-cost sheet, if the order method of 
product cost accumulation is used 

Forms and records commonly used include 

Material-issuance requisition 

Material-used report 

Bill of material 

Standard material-quantity allowance 

Material-used summaries and journal 

Perpetual stock records 

Control and department cost accounts 

Payroll procedure. The payroll procedure has as its objectives— 

The determination of the gross earnings of each employee, the pr°P<-' 

deductions to be made from these earnings, and the net amount to be 

paid for each pay period , 

The accumulation of the above wage data into quarterly and annual 

amounts so that correct social-security and withholding-tax reports may 

be made , . . . 

Compliance with the Fair Gabor Standards Act and with union agreement. 

The prevention of payroll fraud 

The proper recording of payroll liabilities and of their discharge 

Forms and records commonly used in this part of the cost system are- 


Personnel records 

Requisition for employees 
Employment application 
Hiring record 
Payroll-rate record 
Transfer record 
Rating record 
Payroll records 

Attendance and work record 
Payroll-deduction record 
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Payroll summary 
Pav check or envelope 

Liability accounts for net pay and payroll deductions 
Earnings-summary record 
Reports to governmental agencies 

Labor-cost distribution procedure. Payroll accounting is concerned with 
the credit side of wages earned. Labor-cost distribution is concerned with 
the debit side of wages. The objective of this procedure is to summarize and 
record (1) the amounts of direct-labor cost identified with each depart¬ 
ment, product, or production order; and (2) the amounts of indirect-labor 
costs related to all activities in producing departments not considered to be 
productive operations, and to all activities in service departments. This 
procedure gives an answer to the question, usually through a weekly or 
monthly recapitulation, as to how much labor cost should be charged to each 
department, process, product, order, operation, or activity that receives 
separate cost recognition in the classification of accounts and in subsidiarv 
records. The original records of labor cost must make an identification of 
each item of labor cost in such a manner as to facilitate this summarization 
. he records commonly used include clock cards and various forms of 
time tickets, journal entries, and appropriate control and subsidiary ac¬ 
Overhead cost accumulation procedures. A number of distinct procedures 
are involved in this phase of the cost system. Lack of space prevents the 

separate description of each. Kinds of procedures commonly required are 
listed below: 1 

Operating-supply cost procedure, comparable in objectives and methods 
to the material cost procedures described above, except that charges 
for operating supplies used are made to overhead expense accounts 

Indirect-labor cost distribution. This is a part of the labor-cost distribu¬ 
tion referred to above 

Salary payroll distribution. Provides charges to general and departmental 
supervisory expense accounts 

Depreciation-cost distribution. Charges departmental depreciation expense 
accounts in amounts applicable to the plant facilities used by each pro 
ducing and service department. Calculation of specific departmenta’ 
amounts is dependent upon adequate property and plant ledger account 

Insurance-cost distribution. Comparable to the depreciation-expense dis- 

tribution, and based also, so far as fire insurance is concerned upon 
insurable values detailed in the plant ledger * 

Property-tax distribution. Comparable to the depreciation distribution 

and based also, so far as detailed allocations are concerned, upon plant 
ledger values y ^ 
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Vouchcrs-payablc procedure. Provides for the distribution of some costs 

directly to overhead expense accounts 

Repair-cost procedure. The objective of this procedure is to charge repair 
costs to responsible departments, even to individual units of equipment. 
Methods vary. Some charges may be made through the operating- 
supply-cost and indirect-payroll distributions. Major repair costs may 
be accumulated through a repair-order system 

Other procedures are often required for such items as patent amortization, 
workmen’s compensation insurance, social security taxes, rent, tools and pat¬ 
tern costs, purchased power, light, and other services. 

The result of the use of these procedures is the determination of the peri¬ 
odic overhead cost of operating each producing, contributory, and manage¬ 
ment-service department. 

Overhead service department cost distributions. The nature of these dis¬ 
tributions was explained in the discussion of planning the cost system. Dis¬ 
tributions of service-department costs are necessary, whether the order, 
process, or standard-cost method is used. They may be made formally and 
entered in the accounts by means of one or more journal entries, or they 
may be made informally, without actual journalization, on a statistical over¬ 
head distribution record. The distributions are made in various ways, using, 
for each service department— 

The actual service cost and the actual number of measured units of the 
basis used to efTect distribution. The actual service-department cost is 
thus closed to the producing departments each month 

A single predetermined rate, per unit of the basis, may be applied to the 
demand for the use of service facilities, as measured by actual units ol 

the basis for the month 

Dual rates, one for fixed cost and the other for variable cost, may be pre¬ 
determined. The fixed cost is distributed on the basis of normal demand, 
multiplied by the fixed rate. The variable cost is distributed on the 
basis of the actual current demand, multiplied by the predetermine 

variable rate 

As pointed out earlier, service-department cost distribution may be elimi¬ 
nated, at least to some extent, by absorbing service cost directly into product 
cost, in the manner applicable to produeing-department cost. 

Productive department overhead absorption procedures. Procedures of 
this type have already been discussed in part under the heading “Setting pro¬ 
ductive department overhead or process rates.’’ These procedures are neces¬ 
sary under all methods of cost accounting, and require— 

Selection, as a matter of planning the cost system, of the basis of absorp¬ 
tion to be used for each productive department. Direct-labor hours, 
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actual or standard, direct-labor dollars, actual or standard, machine- 
hours, and product units, are bases commonly used 

The calculation of an overhead rate, an actual, or preferably a predeter¬ 
mined, or standard rate, per unit of the basis 

1 he multiplication of the number of units of the basis pertaining to each 
product made during a period by the unit rate. Historical-cost proce¬ 
dures differ from standard-cost procedure at this point in this respect: 
The order and process methods use the actual number of the units 
of the basis applicable to each order or product made in the month 
Complete standard-cost procedure uses the allowed number of units 
of the basis associated with the actual quantity of each product 
made, multiplied by the standard rate per unit 


The result of these calculations is to produce figures representing the 

amounts of overhead cost allocated to each product from each department 

that has contributed to the manufacture of the product during the month 

Properly summarized, these figures give debits, by products or orders for 

charging goods-in-process accounts, and credits to the overhead-absorbed 
accounts of all departments. 

Summarizing the costs of products finished. A procedure for summarizing 

the costs of products finished is necessary in both historical- and standard- 
cost methods. 

Under the order method each order is a distinct product. To summarize 
the cost of orders finished, it is necessary to_ 


Ascertain the fact of completion of manufacture 

Complete the posting of all material and labor costs and overhead alloca¬ 
tions to the order cost sheet which summarizes the cost of each order 
Upon the completion of this step, the unit cost of the order can be 

calculated 

Summarize the costs of all orders finished in the period in terms of the 
fnvolved" Pr ° CeSS C ° ntro1 accounts and th e finished-inventory accounts 

Journal this summary 

Post the subsidiary in-process and finished-stock inventory accounts 

Under the process method it is necessary to compile a product cost sheet 

each month for each product. This step is possible and may be taken only 

after compiling a process cost sheet, for each productive department, which 

shows the allocation of the conversion cost of the department to each product 

worked on during the month. The product cost sheets are summarized and 

journalized so as to credit the in-process and departmental accounts and 

charge the finished-inventory accounts, with such posting to subsidiary 
records as may be required. ' 
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The product costs computed under both the order and process methods 
are the so-called “actual,” or historical, costs, except that predetermined 

overhead or processing rates may have been used. 

Under the standard-cost method, the standard costs of the actual quantity 
of each product made arc computed. These totals arc journalized and posted 
as credits to in-process or departmental accounts and charged to the finished- 
goods inventory-control and subsidiary-stock-lcdgcr accounts. 

The result of this cost-accounting procedure is to clear in-process and 
departmental accounts of costs associated with the quantity of each product 
finished during the month, and to transfer these costs to the finished-inven¬ 
tory accounts. In some cases, especially when production is for special order 
rather than for stock, the costs of some or all products finished may be 

charged immediately to the cost of goods sold. 

Summarizing the costs of products shipped. Just as the in-process and 
departmental accounts must be relieved of the costs of goods the manufac¬ 
ture of which has been completed, so the finished-inventory accounts must 
be relieved of the costs of goods shipped. A procedure must be established 

for— 

Extending a copy of each invoice at finished-inventory cost, as well as at 
selling price, or by some other means determining the cost of the quan¬ 
tity of each product item shipped during the month 
Summarizing these costs of shipments in terms of the cost of sales accounts 
provided in the account classification and the finished-inventory control 
and subsidiary accounts that must be credited 
Journalizing and posting the summarized amounts 

Analyzing the variances from standard cost. A most important and unique 
feature of the standard-cost method is the computation of the differences 
between the actual costs incurred for the operations of a period and the costs 
allowed for these same operations as determinable from the cost standards. 
Inasmuch as a main purpose in making these comparisons is not merely to 
disclose the amount of these differences but also to establish responsibility 
for them, standard-cost variance analyses arc made (1) on a departmental 
rather than on a product basis, and (2) in a manner to distinguish between 
the cost differences for which the foreman is directly if not solely responsible 
and the cost variances for which he can be held only remotely, or not at all, 

responsible. 

Every cost amount is the product of a cost and a price factor. Actual costs 
are the product of actual quantity times actual price. Standard costs are the 
product of standard quantity times standard price. The basic form o 
standard-cost variance analysis follows this pattern for the purpose of deter¬ 
mining what portions of the total dilTercnce between an actual cost and a 
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of ^ *" C “ f “ ° f - ° f P rod « ct " » 2 

7 he standard unit cost of a pound of material X is $1 

The standard material cost of a unit of product M is therefore $2 

1 hose standards are established before manufacture takes place. During a 
tpven month the following additional facts develop: 

Durmg that month 500 units of product M are manufactured 

but 1.100 pounds of material .V is used to make the 500 units of M 

The actual prtce per unit at which X is issued from raw-material stores is 
<> J. iu per pound 

The actual cost of the 1,100 pounds of X issued is therefore $1,210 
I he standard-cost variance analysis proceeds in this manner: 

The allowed (standard) cost of the actual output is $1,000 (500 units V 9 
pounds per unit X $1 per pound) 

The total variance from standard cost is $210 (actual cost, $1,210 less 
allowed cost, $1,000) ’ p 9 ’ *^ ss 

A Xnn° f thi X ff erence r is , d " p to the excessive quantity of material used 
1.100 pounds instead of 1.000 pounds. This difference, 100 pounds mul- 

t.pl.ed by the standard price, gives $100. This is called the materia - 
quantity variance 

In addition. 10 cents per pound in excess of the standard price was mid 
for each pound of material used. This excess cost per pound is responsi- 

variance” ^ C ° St ° f $1I0 > uhich is called “material price 

A. reason for isolating quantity from price variance is that the former is 

7? re '?° nS,blhty ° f thc de P artmem foreman, and should be explain- 

ab e by hurt in terms of substituted materials, poor quality of materials un¬ 
skilled workmen, bad machine setup or operating condition, or some other 
operating factor under his supervision and subject to correction. Material 
prices are normally altogether beyond the control of the department foreman 
herefore their effect on cost variance is removed by the above calculation 
in order that the foreman may not be considered responsible for a total 
variance of $210, when $100 more nearly measures his direct responsibilitv 

Labor time and rate factors may be analyzed in a similar manner. Some¬ 
what comparable variances, called “volume variance” and “controllable 
variance, relate to overhead expenses. Volume variance is a measure of the 
amount of the overhead cost of a department that is underabsorbed or 
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overabsorbed because the actual operating level of the period differs from 
,he volume considered normal in fixing the standard overhead rate. Con¬ 
ti. able variance is a measure of the departure of actual expenses from thus 
allowed at the actual operating level, as shown by the flexiblebudget. The 
department foreman may be considered responsible for controllable, but not 

for volume, variances. _ 

Material-quantity and labor-time variances are best determined daily. 

They should be identified with the product in the manufacture of whic y 

arise and with the workman who performs the operations and uses 

trZ Daily reporting of these variances to the department foreman is 

«n , ‘ Sm correction .ht» Sr- i—Cy 

Controllable overhead vari.neea, in term, ol individn.l enpen* « 
also be analyzed and reported daily. Control and correction are less imme 

diatcly effective in this area, but if these items are reported daily on a cumu¬ 
lative basis for the week and the month, the foreman is kept constantly 
formed of the trends of his performance. Material-price, labor-price 
overhead-volume variances usually need be analyzed and reported only 

1 Thift^of' analysis, applied to each element of cost (sometimes as to 
overhead to each kind of expense) in each productive and service depart¬ 
ment can provide an immediate and effective procedure or c “ t cont ^ ' 
Discussion of the causes of cost variances and the means of 
and the application and follow-up of corrective measures, are useful means 

of clarifying responsibility and measuring management performance. Th 
abot brief^cLon can do no more than hint at this or , ness nmrbt 
revealed the detailed processes used, nor the variation m their appl.ca 

‘"These standard-cost variances are frequently journalized and —» zed 
in the special variance accounts referred to m the discussion of the account 

classification. They arc not considered an allowable pa.t ° P ro 
when the standards are set on a basis of current expectancy 
good performance. They are, rather, period costs, chargeable dir y g 
revenue, and not deferrable by inclusion m the valuation of m-pwce» a 
finished inventories. When standards are set on other bases, other d.spo. 

tions of variances must be considered. . , nrimarilv to 

Marketing and general costs. Previous discussion has relatedl pnma V 

manufacturing activities. Analysis and control are also im P ort ^ . 
areas of marketing and administrative costs. Control through standa 

more difficult in this field for a number of reasons: 

Standardization of the conditions associated with performance, P^cukrly 
the performance of. direct-selling activities, is impossible. Cu. 
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dlff j F >° nC h ° m annt,K ' r - in personality, location, type of business, size, 
need foi the seller s products, and number of products purchased 
It is difficult to secure homogeneous activity units in terms of which per¬ 
formance may be measured. A sales call may require 10 minutes in one 

— — * in an order in the one case 

and be purely promotional in the other. This statement also applies 

particularly to order-getting, rather than order-filling and warehousing 
activities 0 


In comparison with factory operations, a larger portion of marketing cost" 
are indirect rather than direct. Many are common or joint costs. Thev 

cannot be identified directly with products, orders, and customers, and 
in some cases not with particular activities 

Probably also, in comparison with the factory, a larger portion of these 

costs are fixed, either by nature or policy. Advertising is an example of 
the latter 1 

Despite these difficulties the analysis and control of these costs must be 
undertaken. Usually effort in this area differs from that in the factory in two 
ways: it is made intermittently, rather than continuously, and the cost 
allocations involved are not introduced into the formal accounting records. 
A general plan for control follows: 


I. Plan the procedure 

1. Analyze the activities involved. The purpose of this step is to 
facilitate the establishment of homogeneous activity units, and to 
fix managerial responsibility for the costs incurred in conducting 
each activity. This step is comparable to departmentalization in 
the factory. Suggested marketing activities include— 

Order getting 

Direct selling by— 

Salesmen 
Direct mail 
Telephone 
Advertising 
Dealer aids 

Territorial-office expenses 
Order filling 

Warehouse storage and recoid keeping 

Order entry 

Order assembly 

Loading and shipment 

Transportation 

Invoicing 

Account posting 

Credit granting 

Collection 
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Supervisory and general activities 

Sales supervision 

Sales planning and budgeting 

Sales and product research 

Stenographic . . 

2. Select activity units for measuring the volume of each activity 

3. Budget the costs of each activity at various volume levels, distin¬ 
guishing between variable and fixed costs 

\ Select the normal volume of each activity in order to fix a norma 
activity unit cost. This unit cost is to be used in allocating total 
activity costs to products, territories, orders, and customers, and 
as a standard of comparison with actual activity unit cost 

II. Operate the procedure , . r i 

1. Record the actual expenditures made for the conduct of each 

activity each period, thus establishing responsibility for total ex¬ 
penditure. Record the actual volume of the activity in the unit 

selected 

2. Compare the actual expenditure with the budgeted expendituie 
planned for the period. Also compare the actual expenditure ol 
the period with the flexible budget allowance for the actual 

volume of period activity , 

3. Analyze the differences between the actual and the allowed ex¬ 


penditures . f . , 

4 Make such allocations of total activity costs, on the basis of eithei 

normal or actual activity unit costs, as are considered desirable 
and informative as a means of estimating the relative profitability 
of individual products, territories, customers, and orders. If the 
fixed and variable costs of each activity have been distinguished 
and separate activity unit rates calculated, the profitability com¬ 
parisons mav be made on both the total and the variable-cost basis 


This brief and rigid outline of procedure gives little indication of the 
difficulties, uncertainties, and perplexities encountered in using cost analysis 
in this area, nor of the large element of judgment and common sense neces¬ 
sary in interpreting the results. The presence of these problems is not, 
however, a contraindication of the use of cost analysis, but is, rather, an 


affirmation of the need for its use. 

Cost reports . Cost reports take many forms and axe designed for a variety 
of uses. They must he adjusted in content and scope to various executive 

levels. This aspect of cost reports is discussed briefly below. 

The department executive or foreman is in direct contact with t « 
operations of his department. Reports to him must be immediate and de¬ 
tailed. He should know daily the actual performance of each workman, m 
comparison with standards. Daily reports of actual and allowed time taken 
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by each workman on each job or product, and the allowed and actual con- 

sumption of materials, are desirable. Some companies also inform him daily 

of his actua and allowed variable overhead expenses, by individual expense 

item. Weekly and monthly summaries are also prepared to show the cost of 

oil-standard performance in respect to material, labor, and overhead Daily 

reports and period summaries of scrap, spoilage, waste, and reoperation 
costs, analyzed by causes, are also prepared. 

°'visiona 1 and functional factory executives are more or less remote from 
the daily details of operations. Reports to them are prepared as summaries 
to show the performance of the various departments under their jurisdiction 
They are interested in comparisons of actuals with budgets and with stand¬ 
ards, in totals for the period, without reference particularly to the per- 
ormance of workmen on individual orders and products. Reports to these 
executives are broader in scope than to department heads. They are also 
made on a daily and cumulative basis for the week, month, and year. The 
latter type of report must emphasize trends of performance. These men are 
also interested in indicators of the volume of work in progress and on order 
number of employees, and future needs for men, material, and equipment. 

bales executives are also concerned with cost and other reports related to 
such matters as the following: 


I he detailed analysis of marketing activity costs; the comparison of actual 

and allowed costs for the actual volume of each activity in a period 

1 he comparison of actual and budgeted costs for each sales territory 

c trends of factory unit costs in comparison with those used to fix 
catalogue prices 


The detailed comparison of actual and estimated costs for special orders 

Analyses of amounts by causes for sales returns and allowances 

Analyses of profitability by products or product lines, territories, customers 

and orders, made on a total normal- or actual-cost basis, or on a 
variable-cost basis 


General executives are interested in over-all performance and trends in 
terms of the budgeted program. Monthly, quarterly, and annual compari¬ 
sons of actual operating costs and output, in comparison with the budget, 
arc important. The coordination of production and sales; the control of 
the flow of funds into receivables, inventories, and plant; the work ahead 
expressed in terms of required materials, men, and plant facilities; the posi¬ 
tion of the company in the industry—these and many other matters are 
covered in reports to top management. 

Specie! cost analyses. Beyond the cost analyses and reports originating in 
and forming a part of, the formal cost accounting procedures, many special 
cost analyses are prepared as the need arises. Some of these have been 
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referred to previously. Almost every matter that requires management 
decision and action has cost implications and aspects. Many of these 
matters relate to the future, and cost incurrence and cost effect must be 
estimated. A few out of the many subjects that may require special cost 

study are listed below: 

Product design and redesign 
Product simplification 
Material specification 
Material procurement 
Material storage 

Manufacture or purchase of parts 

Plant location 

Plant construction 

Plant layout 

Equipment purchase 

Equipment rearrangement 

Equipment replacement 

Production lot size 

Shutdown, or operation at a loss 

Transfer of production from one plant to another 

Wage payment and incentive plans 

Wage rate changes 

Change of working conditions 

Waste control 

Quality control 

Distribution channels 

Territorial coverage 

Customer selection 

Order-size restrictions 

Sales pricing 

Policy changes ol all kinds 


5. Conclusion 

Sonic of the ways in which cost accounting can assist management in its 
major tasks of planning, organizing, coordinating, and controlling the activ¬ 
ities of a business have been described above. Intelligent profit planning, 
through an understanding of cost-volume-profit relationships, selection 
among alternative methods and machines, budgeting, inventory valuation, 
sales pricing, cost control, the placing of responsibility for cost incurrence 
and cost variance, policy formulation, the resolution of many questions 
decision and action on these and other matters requiring managemen^ 
attention arc made possible or greatly facilitated by a knowledge of costs 
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past, present, and expected—as they are recorded in formal cost procedures 
and are disclosed by adequate cost analysis. 

In conclusion, the following sections summarize the characteristics of 
major kinds of costs, and indicate the applicability of cost accounting and 
analytical procedures to other than manufacturing industries. 

Characteristics of major kinds of cost. All the objectives of a cost system 
cannot be attained by using a single type of cost. The costs needed to value 
the inventory are not identical with costs needed for control or for setting 
sales prices. Actual, standard, budgeted, and incremental costs are major 
types commonly used. Some of these costs are used in the formal cost rec¬ 
ords; others only in special cost studies and analyses. The following classifica¬ 
tion is presented in order to summarize some of the differences among these 
varieties of cost: 

I. Accounting costs. These costs are included in the formal accounting 
records. 

A. Historical outlay costs. These are actual costs, so-called because 
they are based upon expenditures actually made. 

1. Capital, or plant asset costs. These are costs of assets useful 

over more than one period. The total original cost is prorated 
over the estimated life of the asset. 

2. Operating costs. These are the current expenditures for mate¬ 
rial, labor, and factory services, including the proration of 
plant asset costs through depreciation procedures. 

a. These costs must be identified with— 

The object for which the expenditure was made, such as 
material, direct labor, indirect labor, operating sup¬ 
plies, insurance. ° 

The department responsible for the incurrence of the 
cost. 

Variability—whether the cost is fixed in amount irre¬ 
spective of the volume of output, or is variable, that is. 
changes in amount with changes in volume. 

b. These costs may be classified as direct and indirect from 

the standpoint of the department with which they are asso¬ 
ciated. 

Direct department costs are those originating in the de¬ 
partment, such as the costs of material used, of labor, 
and of operating supplies. * 

Indirect department costs are those first incurred in 
other departments, usually called service departments. 
These costs are then prorated or distributed to the 
departments using the service. Examples are prorated 
power, heating, and supervisory' services. 
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These costs may be classified as direct and indirect front 

^ product standpoint. . . 

Oirrrt product costs are those incurred for the materials 

and labor embodied in the product, and for the over¬ 
head cost of a department that works on one product 


Indirect product costs arc made up of the overhead costs 
of producing departments that work on more than one 
product Such costs arc common to the several prod¬ 
ucts worked on, and they must be assigned or allocated 
to these products, usually on a basis which measures 
the amount of time or effort given to the manufacture 
of each product during a period. This allocation is 
made through a departmental overhead rate. Over¬ 
head rates are expressed as dollars and cents per 
direct-labor hour, per machine hour, per dollar of 
direct-labor cost or as a percentage of the latter, and 

in other ways. 

d. The factory cost of each product item, therefore, is com¬ 
posed of the costs of— . . j. 

Each item of material used in its manufacture, including 

waste materials. , . . . 

Each kind of direct labor identified with the item in the 

several departments of the plant where production 

takes place. , 

Overhead allocated to the item through the overhead 

rates of all departments where production takes place. 

These overhead rates include direct departmenta 

expenses, and elements of all service department costs 

that have been prorated to each producing depart- 


mont. 

B Modified historical outlay costs. Actual overhead costs vary in¬ 
versely with volume of output, because some overhead items, pa 
ticularlv depreciation, insurance, property taxes, and salaries, ar 
constant or fixed within the normal operating range. As a result, 
product unit costs decline when output increases and increase 
when volume shrinks. The higher unit costs include the effect ot 
not using some of the plant capacity. To overcome this effect, tn 
actual overhead costs of a period arc frequently not used in c 
dilating the costs of the products made in the period. Ins , 
departmental overhead rates are calculated on what is considere 
a normal basis. Estimated normal departmental expenditure 
divided bv estimated normal direct-labor hours, or by the es - 
mated number of normal units of whatever basis is used to alloca 
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overhead costs to products manufactured. The actual overhead 
expenditures of each period must of course also be recorded. The 
effect is to “normalize” the overhead element in product costs over 
the year, or even over a longer period. As a result the amount of 
the overhead cost of each department that is allocated to the 
jDroducts made in that department in a given period is greater or 
less than the actual overhead cost incurred in that department for 
the same period. If the former exceeds the latter, the difference 
is described as overabsorbed overhead; in reverse circumstances 
the difference is underabsorbed overhead. The resulting product 
unit costs are generally considered to be superior to unit costs that 
include overhead on the basis of current actual outlay. The estab¬ 
lishment of normal overhead rates is based upon either of these 
processes: 

1. The budgeting of the overhead costs expected to be incurred 

to make the planned volume of the coming budget period, 
usually 1 year. 

The establishment of a flexible budget for each department 
showing the allowed expenditures at different operating points, 
and the selection of one point as the normal operating level. 
Standard costs. Actual product unit costs vary from day to day 
even when the effect of changes in volume has been eliminated 
through the use of normal overhead rates. Such costs include the 
effect of variations in efficiency in the utilization of material and 
in the application of labor; that is, they include the effect of avoid¬ 
able wastes. The inclusion of this cost of waste and inefficiency 
may be undesirable from the standpoint of the uses made of 
product unit costs. The inclusion and concealment of these exces¬ 
sive costs, in total operating costs and in product unit costs, is 
certainly undesirable from the management standpoint of con¬ 
trolling costs. What is concealed is not known. If costs of products 
are to be reduced, the losses due to waste and inefficiency must 
be made known in terms of the causes and persons responsible. 
Therefore, it is desirable to determine what costs ought to he. 
either under ideal operating conditions, or under reasonably at¬ 
tainable conditions. The latter is the better basis from the stand¬ 
point of cost control. The calculation of what costs ought to be 
requires the determination of— 

1. The quantity of each kind of material that should be used in 

making each product, including an allowance for unavoidable 
waste and spoilage. 

The prices that are expected to be paid during the coining 
period for each kind of material. 

The allowed labor time for the performance of each operation. 
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4 The allowed labor rate for each operation. This may be a rati 
per hour if payment is made on a time basis, or it may be a 

standard piece rate. 

5. The amount of the standard overhead cost of each department 
to he allocated to each product made therein. This amount 
may differ from the overhead described above, in the discus¬ 
sion of modified historical costs as determined by flexible 
budgeting procedures, only in that the normal overhead rate 
is multiplied by the standard instead of the actual units of the 
basis used to absorb overhead. 

6 . The summation of these figures, as they relate to each product, 
gives the total standard unit cost of that product. 

Standard product unit costs arc determined, by element and in 
total, before the beginning of a period, before manufacture takes 
place. In this respect they differ radically from historical product 
unit costs which can be determined only after manufacture has 
been completed. Calculation of product unit costs is the principal 
task of historical cost accounting methods. In a standard cost 
system, this work is done in advance. As a result the cost account¬ 
ing effort during the peroid is directed toward the control of costs, 
regulating the expenditure to the output. This control is accom¬ 
plished by a process that is very simply described, although the 
details involved may be very great. The process, reduced to its 

main elements, requires— 

1. The predetermination of the standards, and the standard unit 
costs, as just described. 

2. The recording of the actual expenditures of each department, 
as incurred each month, properly identified as to the nature 

of the item to which the cost attaches. 

3. The detailed calculation of the quantities and costs of mate¬ 
rial. labor, and overhead that each department is allowed to 
use in the manufacture of the actual output of the period. 

4. The detailed comparison of the actual quantities and costs 
with the allowed quantities and costs for the purpose of dis¬ 
closing differences (also called “variations” and “variances ). 
These differences arc caused by the wastes and inefficiencies 
that still exist, which are now brought to the attention o 
management, in terms of responsible persons and causes, so 

that corrective action may be taken. 

D. These three types of cost—historical, modified historical, and 

standard—have these— 

1 . Major points of similarity 

a. All are utilized in the formal cost records. 

b. All, with minor differences, are concerned with the iota 
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outlay required to make product, as distinct from the 
incremental or differential cost of its manufacture. 

2. Major points of dissimilarity 

a. Standard product unit costs are predetermined, and are 
calculated before manufacture. Historical costs can be 
calculated only after manufacture is completed. 

b. Standard product unit costs represent what the costs should 
be under the defined conditions. They represent a goal 
and a measure in terms of which actual cost incurrence 
may be judged. Historical costs are incurred costs and 
hence reflect the actual operating conditions encountered 
in the manufacture of each production order or during 
each period. 

c - Standard cost procedure is directed primarily toward dis¬ 
closing cost variations. Historical cost procedures are 

directed primarily toward computing product unit costs. 

II. Statistical costs 

A. Definition: Statistical costs are contrasted here with accounting 
costs. The former are part of the formal cost system; the latter 
are not. Statistical costs include a wide variety of computations. 

B. General types of statistical costs include— 

1. Total and unit cost computations that follow the accounting 

pattern as to inclusion and method of composition. Examples 

are— 

a. Budgeted costs. These are estimates of future depart¬ 
mental, selling, and administrative expenses that custom¬ 
arily follow the accounting classification of expenses. 

b. Computations of product unit costs using future expect¬ 
ancies as to replacement cost of materials, proposed labor 
rates, or other elements. 

2. Cost computations that depart from the accounting pattern. 

Examples are— 

a. Incremental cost. This is the amount of cost associated 

with a change in volume. How much more or less will total 

cost be, if the output of a product is increased or decreased 

a specified amount? This type of cost is useful in fixing 

special selling prices and in establishing short-term sales 
policies. 

b. Differential cost. This type of cost is similar to increment 
cost, except that it refers to the cost effect of any kind of 

change; for example, the modification of a policy, process, 
method, or way of doing business. 

C. Special types. This group includes all other special cost computa- 
tions and comparisons made for any purpose whatever. 
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Other applications of cost-control methods. The preceding discussion of 
cost accounting for cost control has been directed toward industrial situa¬ 
tions. Comparable techniques are widely applicable to all types of business. 
The following list descriptive of the scope ol this applicability is quoted from 
Handbook, of Cost Accounting Alcthods: 1 


Producers of goods 
Agricultural 
Extractive 
Manufacturing 
Construction 
Distributors of goods 
Jobbers and agents 
Wholesalers 
Retailers 

Mail-order houses 
Service industries 

Transportation—railroads, trucks, busses, steamships, canals 
Communication—telephone, telegraph, radio 
Utilities—gas, electricity, water, heat 
Warehousing and storage 

Financing—banks, brokers, discount companies 
Housing and food—buildings, hotels, restaurants 
Publishing—books, newspapers 

Professional—accountants, lawyers, doctors, engineers 
Recreational—theaters, amusement parks 
Hospitals 

The handbook referred to above and the publications of the National 
Association of Cost Accountants contain descriptions of the use and applica¬ 
tion of cost accounting and control procedures to many individual companies 

and industries. 


7 J. K. Lasscr, Editor, D. Van Nostrand Company, Inc., New York, 


1949, pp. 37-38. 
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7. Fraud as a major business problem 

S r ,nnnnn nrT" ^™ erican businessmen the staggering sum of between 
$500,000,000 and $1,000,000,000 a year! Forgery alone, according to the 

Mnn n a nn a nno E o %UreS ’ rCSU '‘ S in annual loss of approximately 
$300,000 000. Prec.se calculation of fraud losses is impossible. The public 

history of frauds contained on police blotters and in court records together 

W.th the private history of frauds found in the files of bonding and insurance 

compan.es, is only part of the story. An appalling number of frauds are 

buried in corporate and other private files, and never reach the public, even 

in the shape of statistics. And many frauds go undiscovered. Regardless of 

stansncs the important thing for a businessman to recognize is that the 

t reat of fraud overhangs his business, be it large or small, and that he must 
take positive steps to combat it. 

The word “fraud” is used here in a broad sense to cover all classes of 

crime whereby property belonging to one person is willfully and wrongfully 

diverted to another’s use. Legally, “fraud” is an intentional perversion of 

truth to induce another to part with some valuable thing belonging to him 

or to surrender a legal right. Here the word “fraud” is used as first defined’ 

and covers larceny, embezzlement, and forgery as well. This section deals’ 

argely with the crimes of embezzlement (a wrongful taking of personal 

property not accompanied by trespass) and forgery (the fraudulent making 

or matenal alteration of a writing to the prejudice of another’s rights)” 

Misappropriation” and “defalcation” are words used frequently in popular 

conversation and writing about fraud. However, these words have no strictly 
accurate technical meaning. 

In modern criminology, the study of the methods of criminals is one of 
the most effective aids in crime prevention and detection. Thus the busi¬ 
nessman, m his fight against the crime of fraud, is best prepared when he 

f „ i • - _ y to commit fraud, when 

frauds are committed, where frauds are concealed in the accounting records 

how frauds are committed, and what methods are most effective in combat- 
mg fraud. 1 

oo^n? t thiS knmv ' edge ’ u the businessman can increase the odds against the 
potential criminal to such an extent that they will be prohibitive. 
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2. Why honest people steal 

A study madr hv the Chicago Crime Commission, published in 1947, 
revealed that the major factors leading to fraud are as follows: 

Gambling 

Extravagant living standards 
Unusual family expense 
Undesirable associates 
Inadequate income 

Gambling. The upward surge of gambling since the Second World War 
has undoubtedly added to the hazard of fraud. A number of the surety com¬ 
panies supplying the basic data behind the Chicago Crime Comnuss.on s 
study estimated that gambling was responsible for as high as 75 per cent o 
all fraud losses. Wagering on race horses appears to be the most prevalen 

type of gambling in embezzlement cases. _ 

Gambling may be an indirect rather than a direct cause of fraud For 
example, the employee may first feel the impact ol a sudden financial drain, 
such as illness in the family, and commit fraud to meet that immediate need. 
Gambling may follow to recoup the losses, and then the vicious cycle begins. 
No surety company will knowingly approve a bond for a gambler. 
Extravagant living standards. Living above their means is ranked next in 
importance to gambling as a factor in the breeding of embezzlers- Very fre¬ 
quently the living standard is not established by the embezzler himself, but 
bv his wife or children. And. believe it or not. the employer himself is some¬ 
times responsible by requiring the employee (a salesman, for example) to 
associate with a wealthy or free-spending class of people for business pur¬ 
poses. In such a circumstance, the employer should see that the employees 
income is adequate or that his expense account is sufficiently libera to 

meet the demands made by the employer. 

Careless spending habits arc similar to extravagant living standards as a 

cause of embezzlement. 

Unusual family expense. Probably the most unfortunate cases of embezzle- 
ment are those of employees who commit fraud to meet a sudden and unex¬ 
pected family expense, such as medical and hospital bills resulting from t e 
illness of a mother, wife, or child. A number of surety companies consider 
illness of a member of the family as one of the important causes of employee 
dishonesty. In most of these cases, the employer himself cannot escape 
blame, since, if he had an up-to-date human-relations program, the em¬ 
ployee, in many cases, would not have been "forced” to turn into a criminal. 

Undesirable associates. Frequently the cause of embezzlement is undesir¬ 
able associates—“fast” women, friends who drink heavily, speculators or 
gamblers, and even criminals. Very often the woman in the case is the mans 
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own wife! Collusion between an employee in a position of trust and a known 

criminal is not uncommon. Or an employee may be led to embczele and be 

framed by a proprietor of a gambling house who lets him win until the time 

is ripe for the kill. Then the misguided employee must choose between dis- 
grace, prison, suicide, or becoming a fugitive. 

Inadequate income. This cause of fraud is to be distinguished from those 
set forth above. Inadequate income means a wage or salary insufficient to 
enable the honest, conscientious, and able employee to feed, house, and 
clothe his family in conformity with the minimum living standard of the 
economic group in which his family logically belongs. Here again the 
employer is often at fault through failure to reward long and faithful service 
or through failure to adjust the wage or salary of the employee in light of 
increased living costs. The old employee frequently justifies stealing on the 
ground that his employer has been unfair and actually owes him the money 
he is stealing. The wage or salary of the white-collar workers—those usually 
involved in fraud—should be increased along with factory wages, and in 

periods of advancing prices. A number of surety companies consider inadc- 
quate income as a major cause of fraud. 

Other causes. There are, of course, other causes of fraud. Among these 
are the following: 


Financial pressure due to other business losses 

Mental irresponsibility or irrationality 

Low moral standards 

Improvident investments 

Past criminal record 

Excessive drinking or drugs 

Revenge 

Recognition of these causes of fraud will assist the businessman in guardinc 

his assets against the criminal. 


3. Who is most likely to commit fraud? 


he answer to the question, “Who is most likely to commit fraud?” is easv. 
Anyone from the owner or chairman of the board down to the lowliest 
sweeper! Recently, the wife of the owner of an automobile salesroom and 
garage was indicted for perpetrating a $40,000 fraud on her husband. The 

tunity tHat fraUd ' S USUal ' y committed b y ‘hose having the greatest oppor- 


A well-established composite picture of the embezzler is a faithful em¬ 
ployer with 10 years or more of service, married and with a family, around 
middle age, and, in private life, a “pillar” of his community. Only rarely is 
he a criminal type. The axiom of fraud investigators is not “Cherchez la 
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femme” hut “Find the old and trusted employee.” This means that no 
businessman is entitled to complacency because employees holding positions 
of trust have served him faithfully and well for a long time. Experience has 
shown that these employees are the very ones most likely to commit fraud. 

From the files of the Liberty Mutual Insurance Company come thesi 
Statistics covering a 5-year record of fidelity claims against that company 
(as analyzed by C. A. Sullivan, Assistant Vice-president) : 

Number of 

Fraud committed by — 

Salesmen .... 

Managers (department and branch office). 


• • 


Chauffeurs and drivers . 10 

Clerks . 

Gasoline-station operators . . • 

Cashiers. 

Collectors . 

Agents . 

Bookkeepers ... 

Buyers and purchasing agents 
Shipping and receiving clerks 

Warehousemen . 

Supervisors . 

Treasurers . 

Credit men . 

Presidents. 

Paymasters . 

Corporate secretaries . 

All others . 

Total 


frauds 

1,289 
276 
189 
20 
103 
101 
81 
71 
38 
24 
20 
1 1 
10 
9 
5 
3 
2 
1 

308 

2,657 


Average 

loss 

$ 211 
1,171 
145 
439 
174 
1,844 
132 
349 
2,781 
406 
2,123 
2,183 
539 
3,674 
3,615 
40,883 
10,738 
5,426 
299 

519 


ropr< 


The foregoing is front the records of just one insurance company and .t 
■sents discovered frauds. Obviously, many frauds go undiscovered. An 
many frauds, even where a company is bonded, are not reported other to jhc 
police or to an insurance company for personal, public-relations, or 

" ObM-rve from the foregoing schedule that cashiers, bookkeepers, and treas¬ 
urers are frequent offenders and got away with significant sums. 

1 1 is realistic to conclude that many, if not most, of these frauds could has. 

of internal check and other methods of 


the 


hern avoided bv an adequate system 

fraud prevention discussed below. “Opportunity makes the thief. 

Another ,htdy, by Hemtan W. Bovi, and „„„■ of h» •«*■*»'* “ 
world-wide public accounting firm of Price, Mateihouse & G ., 
of 100 fraud cases selected at random from a group of several Hundred ca^ 
in the industrial and merchandising field (most bank cases were excluded), 
amounting to $7,100,000. The range in individual cases was fiott $ 
$750,000. This study showed the following: 
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Fraud committed by — 

Treasury department: 

Cashiers . 

Treasurers . 

Assistant treasurers 
Other treasury personnel 

Total. 

Sales department: 

Salesmen. 

Other sales personnel . . 

Total . 

Accounting department: 

Controllers . 

Chief accountants. 

Tabulating supervisor . . 
Other . 

Total. 

Other: 

Presidents.. 

Vice-presidents. 

Paymasters .. 

Private secretary . 

Weighmaster . 

Purchasing agent. 

Clerk. 

Total. 

Collusion . 

Combined total . 


Sec. 15 


Number of 

Average 

frauds 

loss 

35 

$ 42,200 

3 

9 


10 


50 

38,260 

16 

3 

17,000 

w • % * 

To 

54,710 


2 

2 

1 

_6 

1 1 

2 

2 

4 

1 

1 

1 

1 

12 

8 

100 


137,240 


128,250 
1 36,980 

70,968 


While there is a concentration of embezzlers among those provided with the 
greatest opportunity to commit fraud, namely, treasury and sales personnel 
who handle cash, both the Price, Waterhouse & Co. study and the Liberty 
Mutual study demonstrate that no one in an organization can be assumed to 
lack the opportunity or inclination to commit the crime of fraud. 


4. When are frauds committed? 

It is only rarely that the embezzler strikes suddenly. In the great majority 
oi cases, frauds are committed over a period of time. The Price, Waterhouse 
& Co. study showed the following: 


Duration 

Number of 

Average 

cases 

amount 

Less than 2 years. 

. 42 

$ 21,000 

2 to 5 years. 

. 23 

128,000 

5 years or longer. 

Duration unknown . 

. 17 

. 18 

121,000 

Total. 

. 100 

70,968 
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It appears axiomatic that the longer an embezzler is at work, the greater his 
embezzlement becomes. The duration of the frauds from 2 to 5 or moic 
years indicates either that the embezzler is especially ingenious, or that the 
company is unusually lax in establishing proper safeguards against fraud, 

or that both circumstances apply. 

Manner of discovery is interesting in connection with the foregoing 
analysis. The Price. Waterhouse & Co. study showed the following: 

Manner of discovery 

Internal check . 

Management inquiries . 

Fortuitous circumstances or just plain luck. 

Public accountants and internal auditors. 29 j 

Unknown . 

Total . 

While the study did not correlate these statistics, it is interesting to note that 
the total of the frauds discovered through internal check and those with a 
duration of under 2 years correspond closelv (42 at $21.000 = $882,000, 
compared with $900,000). While no system of internal check can prevent 
fraud, nevertheless internal check, if properly designed and operated, usually 

acts to uncover fraud before it goes very far. 

In summary, it is impossible to predict when an embezzler will go into 
action. However, it is probable that he will strike when the opportunity is 
greatest. Remember the axiom, “Opportunity makes the thief. 


jXumber of 

A mow nt 

cases 

involved 

11 

$ 900,000 

16 

1,500,000 

36 

3,400,000 

29 ) 

_8 ( 

1,300,000 

. 100 

$7,100,000 


yy 


5. Where frauds are concealed in the accounting records 

While some business frauds can be committed without affecting the 
balance sheet or income accounts (sale of scrap is an example), these are the 
exceptions and not the rule. Most business frauds have to be concealed 
through the manipulation of accounting records or the memoranda behind 

them. 

The Price, Waterhouse & Co. study, referred to above, revealed the fol¬ 
lowing interesting facts: In the 100 cases investigated, fictitious entries were 
made in 140 account classifications, these appearing on page 533. 


It is important to note that 25 per cent of all shortages rested in accounts 
and notes receivable at the time of discovery. Also of interest is the fact that 
many of the frauds buried in accounts receivable had been there 2 years 

and more. 

Among shortages resting in profil-and-loss accounts. M rested in sales, 
usually resulting from the diversion of cash sales. (Note the relationship of 
this to the number of frauds committed by sales personnel.) Payroll padding 
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A a rn r nt 1 Intiifi, afiott of arm tint 
Balance Sheet: 

Cash in Bank . 

Cash on Hand . 

Accounts Receivable (Trade) . 

Notes and Loans Receivable. 

Inventories . 

Intercompany Accounts . 

Accounts Payable. 

Other balance-sheet accounts. 

Total . 

Profit-and-loss Accounts . 

Memorandum Accounts . 

Employee funds not on company books 

Total . 


Number of 


8 

4 
28 

5 
7 
2 

4 

_8 

66 

66 

5 

_3 

140 


was reflected in labor-expense accounts. The larger sums taken by rm- 
ezzlers, however, were buried in such accounts as material or merchandise 
purchases, freight in or out, advertising expense, and other accounts which 
clever embezzlers discovered could be inflated without immediate detection. 


6. How frauds are committed 


The methods used for committing business frauds are so numerous that it 
would be impossible to list and describe them within the confines of this 
section. Furthermore., it is questionable that all methods for committing 
fraud are known or ever will be known. Many clever embezzlers invent their 
own techniques to meet the circumstances of their particular cases. 

However, certain of the methods used repeatedly throughout the years, 
particularly by beginners, are set forth below. If these are guarded against, 
fraud losses can be avoided or minimized in many instances. 

Overfooting cash receipts 

Underfooting cash disbursements 

Omitting or delaying the entry of checks in the cash book or entering them 
for different amounts 

"Lapping,” usually involving the substitution in a bank deposit of a check 
made payable to the company for cash, such as that from cash sales 

Issuing checks to fictitious payees 

Issuing checks to legitimate vendors or payees, where the embezzler forces 
the indorsement 

Issuing payroll checks to employees no longer on the payroll or to fictitious 
payees (payroll padding) 

Forging amounts, payees, signatures, or complete checks 

Raising amounts of petty-cash vouchers 

Issuing fictitious petty-cash vouchers 
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Overfooting prtty-cash voucher totals when preparing requests for petty- 

cash reimbursing checks 
Stealing stamps from stamp funds 

Holding out, understating, or destroying cash-sales slips 

Misappropriating cash received through incoming mail 

Taking checks or cash paid on bad or stagnant accounts and then writing 

these off as uncollectible 

Manipulating accounts, notes, or loans receivable 

Taking finished goods, raw material, or other inventory items w ere 
these are readily fungible 

Misappropriating the proceeds from the sale of scrap 

Selling corporate securities or using them as collateral for loans 

Taking tools, supplies, furniture, fixtures, equipment, and other assets for 

personal use or sale . . ,, ... , 

Obtaining checks or cash for invoices or other originally valid documents 

which have already been paid once (duplicate payment) 

Omitting, understating, or overstating entries to general or subsidiary 

ledgers from books of original entry 

Forging or omitting receiving reports, requisitions, orders, or other docu¬ 
ments used as supporting evidence of the validity ot a check submit tic 

for signature , f , • 

Ordering items for company use and then diverting these for personal gain 

Granting special prices or privileges to customers or clients in return for 
“kickbacks” 

Favoring certain vendors in return for personal gain 

As previously pointed out, the foregoing are only some of the more usual 

methods used for committing fraud. There arc many others. 

Fraud may take the form of petty pilfering of small sums from petty cas i 
or stamp funds, or it may take the form of gigantic swindles, as in the 
McKesson & Robbins case, where top officers falsified transactions to sue i 
an extent that the financial statements were grossly distorted, thus deluding 

creditors, stockholders, and others. 

Analysis of cases in the Price, Waterhouse & Co. survey is shown on 

page 535. . . . i; 

It is important to note that, while there were fewer cases involving du- 

bursements than receipts, the average losses in the disbursement cases wen 
over six times as much. 

These losses through disbursements usually involve the use of check.. 
While everyone knows the ceaseless vigilance maintained by the government 
in the manufacture of bills and coins, many business concerns pay little atten¬ 
tion to the care of blank checks or to the safeguards that should protec 
every check issued. Where this carelessness exists, check crooks find it an 
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Involved in manipulation 


Number of 
cases 


Cash receipts: 

Lapping . 

Other .... 

Total . 

Cash disbursements: 

Checks issued to fictitious payees. 

Checks issued to legitimate payees but 
with indorsements forged . 

Other . . .’.WWW 

Total . 

Theft of inventories, 
assets . 

Total . 


securities, and other 



Total 

amount 


$ 19,336 


130,522 

38,857 


$1,082,815 


5,741,970 

272,000 
$ 70,968 j $7,096,785 


Exceeds 100, since seven cases involved both receipts and disbursements. 


* 


* 


* 


easy matter to obtain regular blank checks or to alter checks after they have 

been issued^ Very often the check crook is an outside operator and not an 
employee. Or there may be collusion. 

• A ! thC ° UtSet ° f th ‘ S scction > forgery losses amount to approx¬ 

imately $300,000,000 annually. It is obvious that the intelligent businessman 

T 566 that CVer >' effort is used to safeguard company checks before and 
after nuance. Ordinary checks are unsafe; payee alterations are easy for 
the check crook, providing the paper on which the check is made is plain 
paper or ordinary “safety” paper. Skilled forgers have the requisite chemi¬ 
cals for changing the payee. Also, checks made on ordinary “safety” paper 

W f h ' Ch , 1S obtainab,e m the open market, can be counterfeited. With the aid 
of dishonest or unsuspecting photographers and printers, any desired form 
of ordinary check can be exactly simulated. Recently a forger cashed $30,000 

.. a _ L1 j ® a manner. It is 

possible to obtain special safety paper prepared and controlled under condi- 

10 ns approximating those used by the government, and this should be used 
tor maximum protection. 

In add hion, check protectors should be used to prevent the alteration of 
amounts. Where facsimile signatures are used, as in the instance of com- 
pames issuing large volumes of checks, these must be carefully guarded 
Check forgery is on the increase. Check crooks even go so far as to plant 
a confederate in the account.ng or treasury department of a company to 
secure blank checks left carelessly around. The check crook then usually 
forges a senes of payroll checks, cashes these at various points throughout 
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,hc city where the company is located, and then departs for a new threater 

of operation. . 

In summary, the job of the embezzler is greatly simplified if a company 

uses ordinary check paper, fails to use a Protectograph, leaves blank checks 

on top of desks or in open drawers, or otherwise fails to protect checks before 

and after issuance. 

7 . What methods are most effective in combating fraud? 

The most effective methods for combating fraud are as follows: 

Selection of employees. Except for large companies, most employers arc 
lax in selecting employees either for new jobs or for transferral to positions of 
trust. In far too many instances, an employee is put into a position with litt 
or no investigation. In large cities like New York and Chicago retail 
credit reports can he obtained for as little as $10. Little cost is involved m 
securing business and personal references, and this should be done. es¬ 
sence should be checked. A complete job history should be obtained, with 
each period of employment or unemployment described from the tunc t ic 

prospective employee left school. . , . 

Aptitude tests are growing in acceptance throughout American industry. 

While no valid test has been developed for revealing a tendency to fraud 

other tests will reveal characteristics that indicate the suitability of a subjec 

for a job and, derivatively, whether or not he will be satisfied in it. A sa is- 

fird employee is less likely to commit fraud than a man who finds h.msc 

unlit to perform his assigned task. Many testing agencies exist which will 

administer tests inexpensively, if a company cannot afford to carry out its 

own program or is not staffed to do so. 

Training. Any new employee, or any old employee placed in a new posi¬ 
tion, should be properly trained, either on the job, or through special instruc¬ 
tion, or by both means. It is most important that the trainee be educated 
to the whys and wherefores of the system of internal check. An interesting 
result of the Price, Waterhouse & Co. study, previously discussed, was_thc 
discovery that many frauds resulted even where systems of internal check 
had been properly set up, because those responsible for operating the systems 
failed to understand their importance. These are some examples: 

A shipping clerk was persuaded to turn over c.o.d. collections to the 

embezzler instead of to the cashier .... ,„^,:nin<r 

An official signed checks payable to the embezzler without determini „ 

what the checks were for 

An employee responsible for reconciling bank accounts failed to investi 
"ate reconciling items 

An official authorized to approve the write-ofT of uncollectible ac 
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gave his approval to write-offs without verifying that the accounts were 

A clerk reconciling bank accounts did not compare the payees on the 
checks with those shown in the voucher register 

trut^l! 1 "!/^? ° f trainin ?’ " here Cmpl0VCrS are P Iacc d in positions of 
rust, should be to acquaint them with the extreme seriousness of the criminal 

offenses of embezzlement and forgers-. This, of course, must be done 

ju^ciouffy. Many persons regard the subject of criminal law in relation to 

office frauds as of minor consequence. However, if a potential wrongdoer 

knew the penalty of the crime, in many instances he would not commit it no 

matter how prop.tious the opportunity or how pressing the need for funds 

, 7" 0 ' e ^vision. Once properly selected and trained, employees 

should be adequately supervised. Supervision is particularly important in 

small companies or other situations where it is not practicable to set up a 

comp ete system of internal check and where employees must hold positions 

of interlocking responsibilities. Under proper supervision, internal checks 
should not break down. 

Enforced vacations. Every employee in a position of trust should be ro- 
] .red to take an annual vacation, and at one time—not in snatches—no 
matter what reason is advanced for foregoing it. Many frauds have been 

O 1 11 /. A l, 1 1 I . ^ away from the 

office by illness or accident. In the Price, Waterhouse & Co. study seven 

embezzler- 6 UnC ° Vered 35 3 reSUlt ° f the e " f °rced absence from work of the 

In one of the tables set forth above, it is shown that 29 of the 56 frauds 
involving cash receipts, or more than half, consisted of lapping operations 
Lapping involves the substitution of a check made payable to the company' 
usually in payment of an account receivable, for currency receipts, usually 
from cash sales. Once begun, this involves an endless process of manipula- 
tion, which usually becomes more intricate and involved as time goes on 
The result is that the embezzler balks at taking his vacation for fear that 
some transaction may arise which will reveal his manipulations 

Rate of pay. As reported by the Chicago Crime Commission, inadequate 
income is a major cause of fraud. A businessman is shortsighted who places 
or keeps an employee in a position of trust who is underpaid—or not well 
paid. The defense in many criminal court cases has rested on the plea that 

familv 1P S er H n °-/ ay Pmt T Zler 30 adec l uate sala U support his 
family. The underpaid employee often justifies his fraudulent acts in his own 

mind on the ground that his employer really owes him The money he is 

stealing. Obv'ously, there Is no need for the employer to be overgenerous 

but he should be fair in setting the rate of pay for employees in positions 
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of trust, and particularly for the old and faithful. As previously stated, 

these are the most likely to commit fraud. 

Human relations. Several surety companies list illness of a member of the 

family as one of the important causes of employee dishonesty. Such dis¬ 
honesty can he avoided if a company has an adequate human-relaUons 
program. It is i.i the employer’s self-interest to keep well informed of Ins 
employees’ personal problems, and to assist financially and in every other 
way possible to tide a valued employee over critical periods of illness on the 

part of his familv or other crises. 

Review of employee living habits. Having taken every precaution in 
selecting a new employee to ensure that he is a person of integrity the 
problem then is to preclude any lapse from this virtue. record sh °ws 

that most frauds are committed by honest people who go bad on the jo . 
Consequently, periodic checks are necessary. Admittedly, it is a difficult as 
to check the living habits and personal life of employees, particularly in the 
larger cities. However, since such checks pay ofl, they should be made. 
Obviously, only those employees who are in positions of trust need be inves¬ 
tigated^ ^ ^ . g a small onc , the visit to the home is a friendly gesture. 

Larger companies use information secured by nurses when they visit homes 
to check on or assist in illness. Trained investigators are used by large com¬ 
panies. Or, in smaller cities, general observation by responsible officials may 
be all that is necessary. The treasurer of a large company uncovered a fraud 
on the part of a storekeeper by observing the expensive clothes (including a 

mink coat) the man’s wife was wearing on the street. 

Periodic checks on residence, marital status, etc., can be revealing. e o\ 
employees are usually aware of a man’s gambling or other bad habits, an 
judicious inquiry can uncover valuable information from this and other 

Bonding or insurance. As in the instance ol periodic examinations by 
public accountants, bonding or insurance acts as a deterrent to fraud. How¬ 
ever the basic purpose served by surety companies is to provide reimburse¬ 
ment once a fraud has been discovered. Bonding companies also perform a 
valuable service through their investigation of employees submitted lor 
bonding. Also, certain of the insurance companies investigate the system 01 
internal check and assist in its perfection. An intelligent businessman wi 
not rely on bonding alone but will take positive steps to prevent fraud, ica > - 
ing that the mere existence of an insurance policy is no guaranty Uia 
fraud, once perpetrated, will be discovered or, if discovered, uncovered to is 
full extent. Competent insurance companies can be relied on to recommen 
the best coverage to fit the circumstances of a specific undertaking. ' 
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bond*** any ° Ue ^ an 0rganization lnay commit ^aud argues for a blanket 

colT r T' ,V fi e f!nanclal statements and financial ratios. The use of monthly 
comparative financial statements and financial ratios is an effective means 
for revea mg embezzlement. Had these been used intelligently in a recent 
case involving $730,000, the fraud could have been disclosed before it had 
reached such sizable proportions. Usually, the smaller the company the 
more effective management will find this tool. 

In 'arger companies, departmental operating reports can be used effec¬ 
tively. These reports can compare the current results for which the depart- 

sTaTdard ™ r 7° nSlble T h past results ° r ’ preferably, with budgetary 
standards. The department head will be prompt to notice any unusual items 

charged to accounts for which he is responsible. 

cre^ 0 "? 1 / COmparative balance sheets, showing the dollar increase or de¬ 
crease between one month and another, are effective. Provided with this 

tool, management is in a position to notice any unusual change in accounts 

IIseT «d 7^7 ^ i d ° Ubtful aCC ° UntS > inventories, securities, fixed 
assets, and other balance-sheet accounts. 

shldd cor "P ara tive income accounts (or profit-and-loss statements) 

should be compared on a percentage basis. All income-account items should 

orou oHine I" ° f SaleS f ° r each Then unusual 

or out-of- me items will stand out; for example, increases in postage expense 

bad-debt losses, labor expenses (payroll padding), and the like. 

Finally, financial ratios can be effective in revealing unusual changes 
Management can then investigate these and determine the cause. 

SR jr 0 ^ a “ d ' tS b YP ubl!c accountants. Most business enterprises, even 

Regula°r n a e ud> aVe i books a ^ited periodically by public accountants. 
Regular audits act as a major deterrent to would-be embezzlers. Competent 

L d aCC ° Un ! antS rCqUCntIy unearth fraud s. In fact, the knowledge of an 
impending audit not infrequently flushes an embezzler from cover. However 

where a balance-sheet audit is concerned-and this is the most usual tvpe- 

e scope of the examination is not such as to ensure the discovery of fraud. 

assittl E ’- PUWlC aCcountant can b e relied on for significant 

assistance in preventing or discovering fraud, the businessman must take 

other positive steps to prevent fraud losses. 

fo ' nt * r " a ' aUdit!n9 - InternaI auditing is ° ne of the practicable means 

or protecting corporate assets against fraud. Testimony to its efficacy is 

5 n by faCt tbat leadmg bondln S companies reduce their premiums by 
0 per cent for a company that has internal auditing. 

Interna 1 auditing plays important roles in observing personnel and in 
maintaining the system of internal check in proper operating condition. 
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Also the existence and continuing activity of a strong internal auditing 
organization, in and of itself, acts as an effective deterrent to fraud. 

Many case histories exist of frauds uncovered by internal auditors. In one 
company, having many small branch offices, the internal auditor discovered 
over 100 frauds in a single year. While most of these were small had they 
not been found promptly, they might have developed into major losses. 

Next to preventing fraud, the most important thing is to uncover it once 
it has been committed. Probably no single device is as effective as a thor¬ 
oughgoing program of internal audit. If management has authorized the 
establishment of a fully staffed internal auditing organization of sound y 
trained personnel, it has the best known modern device for disclosing frau u- 

ICI Finally, it is not enough to disclose the fact of fraud. Once it is disclosed 
skillful investigation is required to develop all its ramifications. InJac 
unless well done, a fraud investigation may reveal only some of the fact i a 
fail to discover all the stolen property or all the criminals involved. Once 
the investigation is started, if it is not carefully planned, others concerned 
in the fraud may have time and opportunity to cover up their tracks^ 
internal auditor is in a position to develop a complete and thoroughgoing 
program before the investigation is begun, to ensure complete results. 

Where a company is too small to justify a full-time internal auditor, either 
some responsible employee already on the payroll can periodically perform 
the necessary internal-auditing function, or the public accountant^canbc 
asked to broaden his program to cover important items which he would omit 

in the course of his regular balance-sheet audit. 

Internal check. While all the foregoing are important factors in preventi g 
and/or detecting fraud, internal check is the most positive and effec- 

^“Internal check” is the term used to describe those features of organiza¬ 
tion, methods, and facilities which are employed to prevent or detect errors 
and frauds by ( 1) so subdividing or allocating work that no one persont h 
sole control over any transactions, assets, or the records established to 
account therefor; (2) so establishing the flow of work that one• empoy , 
acting independently, automatically verifies the work of another an / 
carries the work forward toward or to a logical conclusion without duplica 
ing unnecessarily the work already performed; and (3) providing physical 
and mechanical facilities of such a character and nature that the wo P 
formed by each employee is verified and/or protected to the maximum 

<*\tent practicable. .. 

A complete system of internal check is impossible in many small com- 

panies, and in many situations existing m large companies. W ere 
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Z'lzZhS r « «kt mmm , . . 

" l, l,Pd *” ,,rr protection against fraud 

p next P ar * °f this section consists of a check lie* • * j 

r ... - — -. 1 : 

8. Check fist 

In order for a system of internal check to be effective, the answers to the 

It is"rec S ^ h'T’ Under most circ umstan C es, should be in the affirmative 

nanies h Sma " COm P anies > or in br anch offices of large com-' 

? ’ “ 15 " 0t economically feasible to allocate functions to various em- 

Ltt CS °t ° thc !‘' VISe establlsh the system of internal check to fit the ideal 
pattern. In such instances, if the question is applicable, the negative answe 

any question serves the constructive purpose of raising a red flag thereby 

™LT’r' m ,ha ’ ’ h ' ” ^ ™ constant^attentlon 

General 

Is the cashier, or other person responsible for handling receipts and 

ttZ7?T tS> PreC,Uded fr ° m handIin g or making Entries to the 
t era Jed g er or any of its subsidiary ledgers? 

Js the ledger keeper precluded from handling any cash transaction^ 

“ ’°f'' ""■■■ P“l.. ^ Jl SmrXTfo™ ,„d 

5 ? by a responsible exeen.ive o.her ,h,„ ,be cashier t”d K cr 

A n„b?f ,n;! ' b,la n"‘ ehecked lo jeneral and subsidiary ledgers by 

keeper" ’• ‘ m ’ o,£r than ,fe 

Are annual holidays enforced? 

Are clerks rotated between jobs to avoid the possibility of collusion’ 

cash h CS checked Carefull >' every day by someone other than the 
cashier or person making up the daily deposit? 

-irSci? ginal entry used for posting pur p° ses i ° vilest 

Are^sumty bonds obtained for all officers and employees in positions of 

A nJe h fl aC m UntS audited P cr '°dically at least annually_by a recov 
nized public accounting firm? y y " 

A namH nthl J COm , par ^! ve financial statements and financial ratios pre- 
pared and analyzed by a responsible executive? 

Are employee living conditions checked periodicals? 

Cash in general 7 

IS bursing 1 money"? m ° ney fr ° m the Unction of dis- 
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Are the functions of receiving and disbursing money divorced from the 

accounting thrrofoi . , ntT1pnn p romoleteW divorced 

~ - ■— 

*«* «"'“y 

Cash disbursements , P 

r/ip —•* —** * *** 

ArXfeheck. prenumbored and accounted lor, including voided or 

A,rb‘tal C rhctk. ? guarded with the «« »™; 

Is a Protcctograph used to prevent the forging ot 

*■ 155 ,“ " o< a dated - <«, 

under adequate eon.ro, 

- ** -— 

A^£ir;L”!ed h wt':; «* 

within a specified number of days? 

Arc blank checks safeguarded ->t all tunes. a responsible 

Are bank reconciliations made t h irs t ‘ , ^p^it the one 

- - vouchor 

A r,l,'isfndt; *ct"x:.o°d »r 

■ ,„ore than 60 day. referred to a rcpon.tble en„u„ve^ 

Are all oaneclcd check. carefully Ktuttmaed fo. u„k "0 

SKii^pST 1 ££* or payee t 

Ar°; ST^toWfa bank account, on an nn P r«* »“* 

AreXck having «b 
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thing to do with the preparation or approval of vouchers for pay- 
ment? y y 

Cash receipts 

Are all employees who arc responsible for receiving cash (branch man¬ 
agers, salesmen, deliverymen, etc.), required to remit these to the 
head office daily? 

Are all^remittances received at the main office, not by field represent- 

H V Cd • 

Are all receiving cashiers, salesmen, or others responsible for receiving 

currency forbidden access to any ledgers or statements concerning 
customers accounts? & 

Are receiving cashiers precluded the opportunity of opening mail? 

Is incoming mail received and opened by an officer (the corporate 

secretary, for example) or employee other than the treasurer or 

employee responsible for preparing and/or making the deposit or for 
the accounting records? r 

Are the receipts of checks, currency, money orders, and stamps recorded 
on a duplicate list by the person opening the mail? 

Is a copy of that listing, together with the receipts, turned over to the 
cashier and the duplicate retained for subsequent checking? 

V\here cash registers are used, are the totals checked dailv bv someone 

T °f Her th K an ! he Ca f?ier? I* the clearing key unavailable to the cashier? 

‘ th u e cashier s working space physically enclosed and prohibited to all 
other personnel? 

Are duplicate deposit slips presented with the deposit, certified by the 

teller, and mailed back by the bank to the company’s head office to 

the attention of someone other than the employee who prepared or 
made the deposit? 

Are deposit slips checked to the cash book? Are cash-register tape totals 
regularly reconciled to deposit slips? 

Are all receipts deposited intact daily? 

Petty cash 

Are all petty-cash funds on an imprest basis? 

Are the amounts of petty-cash funds established at the lowest practical 
point? 1 

Are petty-cash vouchers prenumbered and prepared in ink, and do they 
have the amount written out as well as indicated numerically? 

Are petty-cash slips examined and approved by a responsible executive 
before a reimbursing check is issued, and then immediately stamped 
or perforated “Paid” to avoid reuse? ^ 

Are reimbursement checks drawn to the order of the petty-cash-fund 
custodian by name (not “Petty Gash,” “Bearer,” “Cash ” etc ) ? 

Are sundry receipts (receipts from stamps, telephone charges, employee 
purchases, scrap, etc.) kept separate from petty-cash funds, and are 
such sundry receipts properly controlled and accounted for? 
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Arc custodians of petty-cash funds required to balance cash funds daily? 
Are all cash-fund custodians forbidden to make advances to employees 
or others without proper approval, including the approval of the 
employee’s immediate superior, and are all such advances evidenced 
by a proper receipt prepared in ink, with the amount written out as 

well as indicated numerically? 

Are all cash-fund custodians forbidden to accept any i.o.u. s? 

II personal checks arc cashed from these funds, arc they properly 
approved before cashing? Are they deposited daily and is the cash 

returned to the fund? 

Is a postage meter used, or, if not, arc stamp funds kept at a minimum 
and under the control of a responsible employee? Are stamps or 
meter refills purchased by checks made payable to the postmaster? 

Is the postmaster or postal clerk required to acknowledge the stamps 
purchased from him by signing a suitably prepared list of such 

stamps? 

Arc cash and stamp funds audited frequently, preferably on a surprise 
basis? 

Sales and accounts receivable 

Arc all cash sales recorded on serially numbered sales tickets, slips, 01 
other memorandum forms and properly accounted for? Are all blank 

forms properly controlled? 

Are salesmen precluded, to the fullest extent practicable, from receiv¬ 
ing money for sales made? 

Are salesmen required, to the fullest extent practicable, to deliver goods 
sold to a wrapper who acts as an inspector? 

Arc cash or other automatic sales registers, with totals controlled by 
special locks, used to the fullest extent practicable, with the locked 

total inaccessible to the operator of the register? 

Are all credits, discounts, or rebates allowed by the salesman, collector, 
or deliveryman properly acknowledged by the customer’s signature. 
Are they approved by someone in authority? Are they audited 

periodically? 

Are sales invoices for credit sales serially numbered? 

Arc all sales-invoicc pricings, extensions, and footings checked by the 
accounting department? 

Docs the shipping department provide the accounting department with 
a copy of the shipping order after shipment? Is this order checked 

to the sales invoice? 

Are all new accounts approved by the credit department? 

Is the credit department provided with a monthly copy of the accounts- 


receivable trial balance? 

Are trade-accounts-receivable subsidiary ledgers balanced monthly with 


the general ledger control accounts? 

Arc miscellaneous accounts receivable, such as amounts due from offi- 
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rers and employers. sale of fixed assets, sal- of scrap . and nonrecur . 

nng ? ° r nontrade transactions excluded from trade accounts recciv- 
Ar than C th UntS r h reiV ^ lr / ged rrRU ' arlv bv a res P°nsible employee other 

tt^cr'ed-tdtartrnem?" ^ * 3 ^ ^ Lni^l 

Is the write-off of a bad debt approved by a responsible official no, 
directly responsible for either the accounting records, cash or cr-dits 
and only after personal contact with or knowledge of the account' 
Is a record maintained of items written off by this official and of sub- 
sequent recoveries entered against it ? 

‘"Id ch,rECd ■» in 

Are monthly statements of account mailed to all customers' Are these 
issued by the credit department or checked by a responsible executive 
to the accounts-receivable trial balance, and mailed directlv that is 
not leturned to the employee who prepared them? 

s all incoming mail pertaining to accounts receivable directed to , 

° ,h,n ,he °°' who orisin “ 11 '' P-r— '1.1 

Are independent confirmation, of account, receivable made periodicailv 

co y u„"„“ P ° *“'• I « p"bt a,'- 

Purchases 

Ar 'ep P ,r,e ha empl„y:«; VinS ' «-> «**« >» handled bv 

Are requisitions, approved by a responsible party other than the pur 
chasing agents, required for all purchase orders issued' ' 

Are receiving reports carefully prepared, showing quantity and qualitv 

pnmhatnTdiparLem? y ^ ^ * 

Are receiving reports checked to purchase orders' 

Are both receiving reports and purchase orders checked to the fin d 
vendor’s invoice after the latter have been carefully audited' 

Are all these examined and approved and then submitted to the check 
signer together with the check prepared for payment of the invoice' 
After signature, are the checks mailed directly by the last signer' 

*&£*££■ “ ““ P “ b "’ - *» of 

d '" E *“ d “ other 

Are requisitions, purchase orders, and receiving reports serially num 

grid? •" < ,ot? *» «■-' 'ooo., 

Are purchases for employees’ personal use segregated and controlled? 
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■We invoices or creators’ statements carefully checked to the voucher 
register, accounts-payable ledger, or other records, to avoid duplicate 

Are'TlTinvoices and supporting documents (requisitions orders, and 
rece ving eports) stamped or perforated “Paid” immediately after 
tin check in payment receives its last signature and under the control 

An' open 'accmmts-pavable balances confirmed periodically by corre¬ 
spondence, personal visits, internal audits or public accountants. 

Are returned purchases adequately accounted for and controlled. 

^Arc employees checked in and out of work by a timekeeper? 

Arc labor reports prepared by a foreman or plant superintendent s 
ing the nature of the work performed and the amount of time 

bv employees „o, connected wi.h el,he, of ,be 

foregoing. who calculate <he amount due each employee on the has. 

of the timekeeping records and the labor reports. , 

Are paycheTks or^ay envelopes prepared by someone other than those 

rcsDonsible for calculating the payments due. 

Is the pavoir made by someone entirely divorced from the functions 

listed under the first four items above? 

Is an independent record kept of employments and lavolls. 

Are unclaimed salaries and wages in the custody of a responsible execu¬ 
tive other than the paymaster? 

Are all wage, rate, or salary increases approved by a responsible exec 

tivc and evidenced by a permanent memorandum. • d 

Are all employees paid by check? If not, are those paid by cash required 

to siirn the payroll or give a receipt? 

Are the payrolls audited periodically? Are employment appbcat.om 
and exit records tied in with the payroll records? Are wage and 
salary scales, piece rate, bonus, overtime, and other computations 

Are al^employecs properly investigated before being put on the payroll? 
Are all references checked? Are retail credit or character reports 

obtained? Are all gaps in the applicant’s employment history investi- 

ted ^ * 

From time to time, are payofTs made, supervised, or observed on a sur¬ 
prise basis by internal auditors, public accountants, responsible execu 
lives, or employees not regularly responsible for the pavoll. 

Inventories and other assets • to ,h e 

Is a system of inventory control exercised over the inventories to 

maximum extent practicable? 

Are supplies kept physically separate from other inventories. 

Are physical inventories taken periodically, at least once a year. 
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' cov "" 1 bv ”'“™ ce *** «”• 

A ‘if£!EL‘r inven,0r " « «* •»“ of P-rcrly author- 
Is the responsibility for inventories definitely fixed? 
r therJ f ent0n ?i kept in storerooms or °thcr enclosed areas, with access 

.tr„iT,t', y ,r n ' r ” lled ’ ” d «»-•»d ,h ippi '“ 

A re mventories properly safeguarded against breakage, weather damage 
evaporation, spoilage, or other physical losses? g ’ 

Hr i r - 

w l. 

hS 5 =«“ JESS m " 1 "' “ * Ch “ k ** - ■" P™™' 

raercijtd over ireuritte, 

ether kept i„ a bank talr-dapci, box, company ,af e , „ r otb,'"^,- 

Is a detailed record maintained by the armnntinrr a 

Is 2“’ ^ CU,iti , CS f ’ and othcr valuables in such custody? ^ 

Is the collateral for any notes, or other receivables in ™ , 

and properly recorded on the accounting records? ? CUSt ° dy 
Are^Tonfi a redXriy? e§UlarIy ** * -count? 


* 


* 


It should be clearly recognized that the forejmintr to » 
nor is it applicable to all businesses. g S 3 com P lete lis b 

Where a company is small or for other reasons doe* u 

internal auditor, the management is well advised to reacts‘IfiT 

accountant to make a special intemal-check survey and to l ssu ‘ 

report thereon. y na t0 lssue a separate 

The public accountant’s certificate states that he has “reviewed the svstem 
of mternal control and the accounting procedures of the company “ 
The review of internal check (used here ac hpi™ o mpany. . . . 

control) is recognized as one of the most impLtlnt^tTpTi^mb 
audit. However, many public accountants prefer not tn m l makin g an 
Of evaluating the interna, check as a whole" but rather to m"^ 
of the controls applicable to the various activities while the rdltldTccTuml 
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are being audited However, a, Mated in Trntotirr Statement of AM, S 
Standards, published in 1947 bv the American Institute of Accountants, 

While public accountants are required by the auditing standards of their 
profession to make a survey of the system of internal check they are no 
required to issue a report thereon. Hence the suggestion made above that 
the public accountants be requested to make a special internal check survey 
which will include all departments (not only the accounting and financial 
departments) and to issue a special report thereon showing the weaknesses 
in die system of internal check and their recommendations as to what step, 
can be taken to correct such weaknesses within the limits of prudent econ- 


orny. 
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HOW TO USE BUDGETS FOR CONTROL 

OF A BUSINESS 


This chapter is concerned with the objectives and methods of attaining 
control via budgeting. 


1 ' Objectives of budgetary control 

Definitions. In Budgeting for Management Control, budgetary control is 
defined as “a tool of management used to plan, carry out, and control the 
operations of a business. As a further explanation, it establishes predeter¬ 
mined objectives and provides the basis for measuring performance against 
these objectives.” 1 

The Budget Executives Forum has appointed a standing committee on 

terminology which began its operations by attempting to define certain terms 

■such as “premising,” “planning,” “forecasting,” and “budgeting.” This 

committee, though not reaching any conclusions, tentatively arrived at the 
following definitions: 2 


Premising—the function of predicting the probable future development of 
economic, political, industrial, intracompany, and other affairs which 
will have an effect upon the course of a particular business and adopt- 
ing these as the basis for future planning 

Planning—the function of expressing definitive policies and programs of 
future action on a patterned basis in the light of accepted premises 

Forecasting—the function of expressing plans in terms of dollars and 
statistical figures 

Budgeting—the function of expressing premises, plans, and forecasts to 

operating levels; of informing officers, department heads, supervisors 

and other executives of the results each is expected to achieve during 

the budget period; and what is more important, of measuring results 
against established objectives 


All these definitions are embraced in the definition taken from Business 
Planning and Control 3 and are intended to be embraced by it. “Business 

1 S' 

roI:«X T iVSi"t * ,l ' B " d «" 

H - Rowland ’ Business Planning and Control, Harper & Brothers, New York 

^ y * / y p. <5. ^ 
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planning concerns the development of a comprehensive business program 
beginning with the determination of the company objective, planning how 
to reach the objective, and concluding with the determination of the ade¬ 
quacy of the program developed to achieve this objective.” In its broadest 
conception business planning is synonymous with budgeting, more properly 
termed “budgetary control.” Budgetary control therefore should be con¬ 
strued as a company operating program with not only monetary aspects ut 

a complete plan of execution. , . 

It seems logical to assume that budgetary control should provide the 

actual techniques of budgeting, which means the manual budget forms 
themselves, and all of the procedures involved. It seems equally logical that 
budgetary- control should, of necessity, portray the conditions which exist 
initially and those which it may be assumed will apply during the budget 
period or at least in its early stages. Stripped of its mystery this is merely 
‘mother way of saying that we must know the inherent characteristics of a 
company we are budgeting and its ramifications. For example is it a manu¬ 
facturing company, and does it operate its own outlets, or does it depend 
on others to perforin some or parts of its principal functions. \N ill it e> and 
or contract or stand still? Few companies remain the same even through 
one budget period. What is it trying to accomplish? What tools does it have 
to work with? How are we to make certain the man power of the company 

utilizes these tools to the greatest effect? 

Budgeting has been surrounded by a host of fallacious concepts which 

tend to limit its sphere of activity to the more commonly used budgets, such 

as 


The cash budget 
The advertising budget 
The research budget 
The expense budgets 

Since it is possible for a company to install one phase of budgeting without 
the others, let us consider what are the different phases which may be use 
separately. These comprise, to mention a few of the more prominent ones 

The summary budgets, such as the balance sheet and profit-and-loss 
budgets 

The master budget 1f , A . _ tr 

The policy budgets, such as the advertising budget, welfare budget, etc. 

The sales budget, which most firms use in one form or another 

The cash budget 

The direct-labor budget 

The material and production budgets 
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The manufacturing-expense budgets 
The capital-expenditures budget 


In certain lines of business some of these budgets outrank the others in im¬ 
portance, and in such a case the viewpoint is that the budget favored is the 
all-important one. Such a business may even concentrate on this budget to 
the extent of excluding all others. It may be said that such a concern using 

only one or more of these budgets does not have a formalized budgetary 
control system. ; 

Types of budgets. Generally, the average manufacturing company requires 
-8 major types of budgets to have complete budgetary control. The use of 
the word “major” in the foregoing sentence means that we arc counting as 
one type of budget all manufacturing-department expense budgets. Basically 

these follow the same general pattern. 

A list of these general types of budgets is as follows: 


1. Sales-order budget 

2. Sales-shipment budget 

3. Inventory budget 

4. Production-requirements 

budget 

5. Direct-labor budget 

6. Material budget 

7. Direct manufacturing-expense 
budget 

8. Prorated manufacturing-ex¬ 
pense budget 

9. Administrative distributive ex¬ 
pense budget 

10. Executive-division expense 
budget 

11. Industrial-relations budget 

12. Accounts-receivable budget 

13. Purchasing-division expense 
budget 


14. Distribution or sales expense 
budget 

15. Advertising budget 

16. Permanent-plant expense 
budget 

1 7. Perishable-plant expense 
budget 

18. Cost-of-sales budget 

19. Cost-of-goods-manufacturcd 

budget 

20. Prepaid-expense budget 

21. Purchase budget 

22. Accounting-division expense 
budget 

23. Accounts-pavable budget 

24. Payroll budget 

25. Profit-and-loss budget 

26. Cash budget 

27. Balance-sheet budget 

28. Master budget 


1 he purpose of these budgets is fivefold: 


1 . 

2 . 

3. 

4. 

5. 


To clarify the program 

To coordinate activities of the various branches 
To measure efficiency and simplify executive control 
1 o aid in financing the business 

To inform interested parties entitled to have the information as to 
the company plan upon which these programs are predicated 
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HOW TO USE BUDGETS FOR CONTROL OF A BUSINESS 
of budgetary control. The advantages of budgetary control 


arc 


It establishes a goal at which to aim budgets and a means of measuring 

It provides" aUelm'foT determining when financing is necessary and to 

ItTo h rcL e manlgcmcnt b m r pir C the most economical use of labor, material, 

necessary’to take action in accordance with organization alignments and 
the provisions stipulated in the duty sheets another 

tively in accordance with budget plans 
Basic weaknesses in some budget plans. Some budget plans have funda¬ 
mental weaknesses, possibly one of the following. 

The plan is the personal property of the man who made it. No one else 

knows much about it or has much interest in it 
It is a rigid budget, allowing for no flexibility, and hence will 

date almost as soon as it is made 

Thcpr^of CSS- w. » b ‘"'" 

results were apparent 

2. Preliminary groundwork 

Preliminary groundwork should not be overlooked in installing budgetary 
„ ntrol It is desirable to review some of the items which constitut p 
liminary groundwork so that the ramifications of this subject may 

^Organization. The matter of preparing organization charts ,iot ^ com¬ 
pany and developing duty sheets for each executive position i one 

■ H Rowland, -Using Budgetary Control as an Operating Plan 

Budgeting and Cos, Control. Controllers Institute of America, 1948, p. 20. 
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Steps of budgetary control^ As with the other elements of preliminary 
groundwork, executives in haste to install the budget seldom allow sufficient 
time to work our th.s groundwork properly. If they do permit the time 
necessary to develop organization charts and duty sheets, they seldom allow 
these to be completed, until future development of budgetary control dis¬ 
closes them absolute necessity. Examination of the duties of the executives 
of a company where these duties are being recorded for the first time will 
probably disclose many duplications of authority and some duties that are 
not the responsibility of anyone, while others are regarded as the pride and 
joy of at least two executives. This is a problem which should be corrected 
or effective functioning of the organization. Unless some reason such as the 
preparation of the budget plan comes along, it is often allowed to continue 
thus piling up costs through inefficiency. This condition should be one of the 

rst to be corrected. An office boy cannot be expected to accomplish it, and 
it is frequently delegated to a minor executive. 

Chart of accounts. The purpose of the chart of accounts is to facilitate the 
collectmn of accounting data. With reference to budgetary control, these data 
should be used in accordance with spheres of responsibility as shown on the 
organization chart. If they are not so arranged, steps should be taken to ac¬ 
complish this. The larger the company, the more difficult it may be to effect 
t ese changes, but it can be done if authority for it stems from a high enough 
position. Failure to make the necessary changes in the chart of accounts 
often means continuing extra expense to produce the figures needed for 
comparison. Frequently, where a company already has a chart of accounts 
considerable resistance will be offered by someone in the organization to anv 
alteration, on the ground that it means learning new account numbers or 
some other pretext. Adjusting the chart of accounts to the needs of budg¬ 
etary control is frequently not considered by top executives until the excessive 

cost of budgeting is brought to their attention, stressing the necessity for 
a prompt revision of the chart of accounts. 

Reports. Management reports prepared for executives seem to be a very 
simple thing to discuss, but in actual practice they are not. Key manage¬ 
ment reports should show how successfully the executive has carried out his 
responsibilities. It is usually found, when installing a budgetary system, that 
too many reports of the wrong kind are prepared and too few of the re- 
quned type are available. The procedure for revision of executive reports 
for budgetary purposes is a relatively simple matter. The individual in 
charge of budgeting should prepare the reports he believes are necessary for 
each executive and then check these with each one in turn. Without refer 
rmg to existing reports, ask the executive to play the game with you and go 
over the proposed reports to see if they supply all the information needed. 
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When he ha, done this make a comparison between the ones he is now using 
and those newly suggested, even going to the extent o marktng up the fo 
anv wav he wishes. When such an executive has satisfied his yen to mak 
Tanges he will probably accept the revised budget reports with minor 
changes. The reports needed for budget purposes are frequently quite differ- 

mt from those which had been used. 

Length of the budget period. It is customary to prepare the budget corrc - 
spondmg to the fiscal period. In some instances it is doubtful whether it ,s 
necessary to establish a complete profit-and-loss forecast for more han 
1 year It is usually practical to set up a fairly accurate forecast for periods 
up to 1 year, but beyond that period the forecast becomes increasmgly less 
accurate Larger companies generally find it necessary to install a 5-year 
program or something equivalent to it, feeling that they need long-range 
viewpoints toward many of their activities. For these reasons we have the 

short-range forecast and the long-range forecast. 

The operating budget should be broken down to correspond with the 

acJounfing periods and to tie in with them. Budget reports should be so 

“h that they can be interlocked with any existing accounting reports. 

While it is not exactly true that budgeting merely means insertion of^curren 

month and year to date columns, in most accounting r p . 

that this is the practical effect of introducing budgetary methods in ma 

„,u»in 6 . Of course, fh.f the purpose of the repo,, „ . <~ 

Patrern 'oHhe business. The present pattern of a business is p,..t.Msls' svr'te 

"7",let: := If iSst 

rsr. 

change front selling its product, through s.lesjnen te, opentng up rts o»n 
chain of retail stores. Entrance into the wholesale distributing ■ 

also be contemplated. A change in sales methods may be on the ag ^ 

future discussion, such as a change from bulk d ,strlb ^ ,on ° k ‘ f (hpi ,. 
tribution. -Some businesses may contemplate projecting the a 
product to retail stores through a fleet of delivery trucks op^ ^ 
men, instead of using a sales force to contact these stores. Other comp 

consequences are determined. The step to he ‘» ken . ^eth" « 
cerned with entrance into another phase of business reb the P 
one or whether it involve merely a change in size, is a part of the 3 
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of f ImfiTTT The T CSti ° n ° f SiZe is det “ d by how large a volume 
profitable business the company can obtain. Adequate forecasting and 

udgetary planning should answer these questions 

,o o„t'a« Tb'd"; Whe "’ er ,her ' ' hOUM be ‘ b “ d S” in Older 

to operate a budgetary program adequately is a question which must be 

answered m each company. Such a committee may be of use not only in 

affording a review of the proposed plans but also in familiarizing key cxecu- 

cation V al one e budgCt P r ° grar "- The J ob of the budget director is first an cdu- 

prog am If “ CqUamtln ? the ° fficers of the company with the budget 

n ob em' f h ? •"‘“““T are members of the budget committee, this 
problem of education may be considerably simplified. Additional influences 

be creStv f T pr ° gram throu ghout the organization can 

IfThet / famharlzm S th cse executives with the details of the program 

per inent inff T COnsists of k *V executives, they should supply 

pertinent information to the executives installing the budget and also open 

*»" Lid, ,„cS uJTS 

First consideration must be given as to whether the committee is to be a 
or ing committee or an advisory committee. As an advisory committee 

7 ™ ° C ° nSiSt ° f tOP CXeCUtives ran S in S in nur nber from three to 
coir ? committee, such a group may ultimately resolve itself into 
a committee where alternates to the key executives may be provided and 

mittee “.** absenCe ° f their su P cri °rs. Such a form of com- 

oattend°whr m *° f * 6nables the ke V executives 

to attend when important subjects of interest to them are shown on the 

afternV 7'“^ ^ PCrmitS * he 3CtUal WOrk to be performed by the 
Sttee ” subsequent conferences. The chairman of the budget com- 

«ecutiv7 ay , ,1 U° P ° { tHe COmpan >’ or °ne °f the financial 

executives, either the controller or the treasurer, unless the company has a 

ww!e a rev C e° r °f h“d * ‘° “* “ chairman the committee, 

of the M?, °T bU gCtary practlces > as portrayed in a recent publication 

n 7 7 IndUStna Conference Boai ‘d, does not indicate a predomi- 

ap n ractica^ get ° f ** budgCt committee, it does seem 

quaIificattn U s ggC individual in question possesses the necessary 

it in , Se ‘ eCting a budgct dircct ° r the question arises as to whether 

IS better to choose one who has been an executive in some other depart- 

ment m the company, and who may be supposed to have acquired knowledge 

ouaPfi gC t y C ° u “ PUrSUit ° f hiS regular duties > or to **ure one whole 
qualifications are those of an executive with a knowledge of budgetary 

technique but with no acquaintance with the company. As may be sup 
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posed, this question is not an easy one to decide. A review of the Budget 
Executives Forum membership indicates that a predominant number of 
budget directors were selected for their training in the budget field, although 
a substantial number also were given their positions from other fields within 
the company. Thus there is no effective answer to the problem of whether a 
knowledge of budgeting or of the business is a prime prerequisite. Certainly, 
if he has no knowledge of the business he must be given sufficient time to 
learn certain phases of the business before attempting to apply budgetary 
control. If he has no knowledge of budgetary control, he must be given 
adequate time to learn the principles of budgetary control and then to apply 
them, so as not to flounder in installing the budget and so as to avoid 
serious mistakes. In actual practice it is generally believed better to start 


with a knowledge of budgetary control. 

^Budget organization. One of the first questions arising with the starting 

of a new budget installation is the size of the organization. Generally speak¬ 
ing. it is believed that the budget director should practice budgeting of his 
own department for economical operation as a first stage toward being a 
good budget director. He can accomplish this more easily by confining his 
work to the design and administration of budgetary practices, leaving to the 
controller’s division the insertion of actual performance data, in case he is 
independent of the controller. This relieves him of expanding his own 
organization with the necessary staff to supply the actual performance data, 
and leaves to tin- controller the handling of his regular functions. 

The budget director should have the following qualifications: 


A thorough knowledge of general accounting, so as to be able to prepare 
charts of accounts and manuals describing the contents of the accounts 
Knowledge of cost accounting to the extent of being able to install a 
standard-cost system and to tie budgeting in with standard costs 
A knowledge of forecasting methods and the ability to select the met o 

most applicable to his particular company 
The ability to analyze organizations, chart the functions of various depart¬ 
ments. and establish the duties of the principal executives 
The ability to conduct himself in conversation with such executives wit j 
the tact and dignity necessary to create good will essential for hunsc 

and the budget department . . . , 

The ability to revise all systems and forms where required to tie m witn 

budgetary programs 

The ability to prepare organization charts and duty sheets 

The budget director’s organization should be limited to a staff capable of 
assisting him in discharging the functions enumerated in his qualifications. 
The budget director’s personal staff should be limited in number of cm* 
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ployees, because one of his first duties is to set a good example to the rest 
of the organization and avoid the building up of a big staff whose work 
would partially duplicate that of the controller. It is believed that the 
budget director’s staff should include one assistant whose duty it is to make 
investigations and compile figures, it also being his principal function to see 
that no document goes out of the budget department except in finished form. 
He will also need a secretary who can, in addition to her secretarial work, 
assist in extracting figures from various documents. A chartist will be re¬ 
quired who can make scatter diagrams for graphic correlation, assist in 
orecasting work, and portray the trends which emerge from the budgetary 
study of the business. This chartist will also be essential in the preparation ol 
budget forms and in the revision of the reports which the various executive* 
feel that they need in the discharge of their duties. 

• 3 . Preliminary budget installation 

The installation of a complete budgetary-control program cannot ordi¬ 
narily be accomplished in less than 1 year in the average company doing 
business of 2 million dollars or more and not using standard costs. Where 
standard costs have been previously installed, it may be possible to reduce 
the length of time somewhat. It is easy enough to understand why ample 
time is required after examining the preliminary steps for the groundwork 

which must be taken. The following four steps are part of the initial ground- 
work already discussed: 

1. The budget plan itself must be designed 

2. The organization charts must be prepared and duty sheets made out- 

lining the duties of each executive 5 

3. Since executives use operating reports as a basis, operating data must 
be secured on which to base management decisions 

4. It is important that there be a chart of accounts to facilitate the 
collection of data from these reports in the easiest manner possible 

In addition to these points in this part of the preliminary groundwork cer¬ 
tain other essentials appear to account for at least part of this work: 

A classification of company products into a reasonable number of product 

ln°nn P n' F °J exam P le ’ il is «sential in a steel business to reduce some 
80,000 products to a product classification not exceeding 150 product 

A market forecast to determine what the sales budget shall be based upon 

A variable expense table for each operating department for each 10 per 
cent variation in activity r 

Labor and material standards for both cost and budget purposes 
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These are but a few of the essentials which should he completed and made 
available during the first year of operation of the budget plan at least, or 
made available during that time. If the company is of any size, the accom¬ 
plishment of certain of these steps will take more than a year. 

Some of the problems created by the length of time required to install 

budgets consist of— 

The loss of support of the budgetary program by top management because 

the results were too long in materializing 
The loss of interest on the part of departmental supervisors who, having 
heard of the subject, conclude that the matter has been dropped because 

nothing further is heard about it for many months 
The loss of the benefits to be gained through budgeting for all the months 

required to install the system 

After 60 or 90 days’ work on budgeting, the following three steps should 
have been determined: 


1. The organization pattern 

2. Modification of its chart of accounts to fit the budget program 

3. Determination of the product line and estimated quantity of each 

product line to be sold 

Budget explanation sheets. The preliminary budget plan involves some 
18 budgets, counting all expense budgets as one budget type. In the pre¬ 
liminary plan it is probably advisable to prepare budget explanation sheets 
such as the following, which has been selected from Budgeting for Man- 

azement Control : 5 

o 


Subject: Payroll Budget Explanation Sheet— Schedule 121 

Definition and Purpose . . , mv. 

The payroll budget summarizes the estimated gross earnings by classifications, p* 

ments during period, accruals at beginning and end of month, and adjustment for pay¬ 
roll taxes withheld from period of deduction from salaries and wages to period 01 

payment to state or Federal agency. 


Items on the budget 

1. Direct labor . 

2. Over-all administrative . 

3. Distribution .•. 

4. Direct manufacturing . 

5. Prorated manufacturing. 

6. Total accrued during month (col. 1 through col. 5) 

7. Accrued payroll—beginning of month 

8. Paid by current payrolls (gross) 

9. Accrued payroll—end of month (col. 6 + col. 7 — col. 8) 


Budget schedule 
From T° 

104 

108 

113 

106 

107 


r> Rowland and Harr, op. cit., p. 169. 
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Cash disbursement computation 

10. Paid by current payrolls (gross) 

11. Less taxes withheld—social 


1 2. Less taxes withheld—income 

\ 3 / withheld taxes due and payable—social 

4. Add withheld taxes due and payable-income 
10. lotal cash disbursement for payroll and payroll taxes 


Form of the Budget 

Column 1 . 

Column 2 . 

Columns 3 to 14 
Column 15 
Column 16 . . . . 


. Items 

.Total for period 
. Months of period 
.Schedule posted from 
.Schedule posted to 


Comments 
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The cash disbursement computation must be further adjusted if disbursements 
items” ” m ° n,h 35 dcductions insurance, pension fund, and oth 


are 

Cl* 


One of these should be prepared for each budget which 

the preliminary budgets. After a review of "these preliminar 
planation sheets, it is possible to consider what 


IS 


considered as desirable: 

Sales budget 
Production budget 
Cost-of-sales budget 
Direct-labor budget 
Material budget 
Manufacturing expense budget 
Distribution expense budget 
Over-all administrative expense budget 
Permanent-plant budget 

The advantages of the adoption of a 
fold, as follows: G 


is selected as one of 

budget ex¬ 
information is available for 
typical list of preliminary budgets 

Expendable-plant budget 
Accounts-receivable budget 

Payroll budget 
Purchase budget 

Accounts-payable budget 

Gash budget 
Operations budget 
Balance-sheet budget 
Master budget 

preliminary budget plan are four- 


1 . 


It teaches the organization the basic principles of budgeting, leaving 
present rC technlque to be developed as time and opportunity 

The entire organization becomes budget-minded and joins with 
enthusiasm in participating in the plan 

Many problems arise which, when solved, will facilitate the more com- 
plete installation 

The organization begins at once to gain some measure of control over 

Us operations and some gauge as to its progress in carrying out its 
company objective plan 75 

° Rowland and Harr, op. cit p. 1 76. 
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The basic differences between the preliminary budget installation and the 
permanent budget installation are primarily in the manner with which the 
expense budgets are prepared in the factory. It does not provide for t e 
preparation of a variable budget table for each department which in itself 
is a very sizable undertaking. Generally speaking, the preliminary budg 
plan includes all the summary budgets such as the advertising budget, pre- 

paid-expense budget, cost-of-goods budgets, cost-of-sales budget accounts- 
receivable budget, payroll budget, accounts-payable budget,^ cash bud 
bank-balance-position budget, operating budget (profit and loss), ba 
Sheet budget, and the master budget. In addition thereto there are the 
four basic budgets, namely, the sales budgets production budgets. p an 
budgets and administrative and sales expense budgets, as well as an expen.c 
ZSV for the plant it.cll. Thee cttp.n.e budget, w.ll be tequ.ted » 

terms of individual accounts. . 

Types of budgeting. There are various types of budgeting in use oth 

th in those embraced in the term “preliminary budget installation o 
“permanent budget installation.” These types of budgeting rc P rcsc "‘ a 
partial budgeting of some phase of the organization such as the cash budg 
sales budget, capital-expenditures budget, advertising budget etc. Some 
• f ,i tW it is necessary to budget one or more phases of their 

SE'S dictatf with Which subject to begin 

budgeting. Some companies never progress further than the ,or.g.na budg 
with which they started, because they feel that the type of budget they a c 
is the only one necessary. Such concerns, however, cannot be said 

to enjoy the advantages of complete budgetary control. It is t crc OI j? 

essential to discuss budgeting to considerable lengths to as “» 

are talking about some one phase of budgeting or a complete b^system 

In this section almost the entire discussion is confined to thr * 3 

complete budgetary control of all phases of the business, with part.cul. 

emphasis on the preliminary budget plan. . , havc 

Prior year figures. It is customary in companies where they do not ha 

budgetary conL to make comparisons of current figure, w.ffti thos clone 

or more prior years. This type of comparison is scarcely better 

comparison at all. which is about the only thing that can be said for it ^ 

external and internal conditions existing m a prior year may * 

have been better or worse than today’s conditions or in fact t e c d 

mav bear no resemblance to those obtaining at the present time. I all 

the details have changed since the year in question, then t e make 

no value whatsoever, since there is no single element upon which ^ 

the comparison. Secondly, any comparison of accounting data 

volves reflections of the prior year’s figures frequently necessitates 
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rangcment to validate today s comparison. Ghangcs of territory, reassignment 
of customers, and revision of prices are but a few factors to be accounted 
tor to make the comparison valid, and the adjustment for these is seldom 
worth the clerical cost. Thirdly, there is little merit in the prior year’s 
performance to justify its serving as a standard against which to compare the 
current year. Perhaps it was better and perhaps it was not better, and it 
could only have been done under the circumstances prevailing at that time. 

Forecasting. There are various methods of forecasting what the sales of a 
company are expected to be during an ensuing period. These methods range 
from various types ot opinions to the more formidable statistical methods. 
The National Industrial Conference Board, Inc., in Bulletin 25 entitled 
“Forecasting Sales.” describes these methods in considerable detail. In here 
we shall merely present a summary of the essential points: 

The jury of executive opinion method provides for securing opinions of 
top executives of the company to determine their opinions as to the 
volume ol the business, the amount of profit, etc. 

The “sales-force composite” is made up of a sales forecast obtained by 
securing the opinions of sales executives, managers, and/or salesmen 
which reflect the opinions each obtained from his principal customers 

The “trend and cycle analysis” is a complicated method based upon a 
study of the underlying factors influencing sales and generally requires 
a trained economist to handle the figures 

” is a method of forecasting the total industry and 
then arriving at the company’s share of this business 

The “product-line analysis” is predicated upon combining forecasts of the 
individual product lines to arrive at a total sales forecast 

The “end-use analysis” involves a forecast prepared from a study of the 
major consuming industries 

A “correlation analysis” is a statistical method of measuring the relation¬ 
ship between sales and other activities that can be observed to help in 
forecasting sales 

Without discussing the various types of correlation, it seems advisable to 
discuss a more elementary correlation called “graphic correlation.” For this 
the forecaster need not be a professional expert, providing he has at his elbow- 
someone who can present his graphs with a reasonable degree of skill. Refer¬ 
ring to the method outlined in Budgeting for Management Control, or in 
the author’s own book Business Planning and Control , this method is very 
easy to utilize. It involves two basic steps, namely: 

1. The procurement of a barometer of business which can be correlated 
with a curve of the industry. To make the procedure simple and not 
involving the knowledge expected of a skilled economist, this barometer 
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of business, such as the Federal Reserve Index of Production or any 
other of the innumerable business indices, should be obtained with a 
forecast for the ensuing year. In this way, the individual beginning his 
forecasting work is not taken into situations of forecasting involving 
skill beyond that which he can easily acquire. 

Having obtained a correlation with a business barometer which has a 
forecast, the next correlation required is that of the industry in which 
the company selected is a member, with a curve of the individual com¬ 
pany’s own sales. The forecast of the industry sales can be projected 
on the company’s sales trend by maintaining the relationship between 
the two as was done originally in the case of the industry sales and 

that of the business barometer. 

Sale s budget. The sales budget, being the cornerstone of budgetary con¬ 
trol, is the approved program of the company with regard to sales operations. 

It is expressed in units to be sold, sales dollars, and unit prices. 

The sales budget should first begin with product classes and be established 
on a basis such that the product classes account for approximately 90 per 
cent of the sales quantity, or dollars, or both, of the anticipated business. 
This budget, when approved, should be subdivided in the various ways ac¬ 
cording to the requirements of the company. Through a seasonal trend 
variation in volume of business between one month and another, it is possible 
to develop a monthly budget. In relatively few businesses are sales not 

affected by some seasonal factor. 

It is desirable to make other divisions of the sales budget, such as by sales- 
men, and to tic this in with a sales-inccntivc program in order to stimulate 
the stiles of those product classes in accordance with the company’s manu¬ 
facturing facilities, the competition and case of sale, and the gross profit 
obtained on each product class. Generally speaking, each product should 
carry its own gross profit, and loss items should be eliminated, if possible. 
The budget may be further subdivided monthly into key customers, those 
customers being selected who account for 90 per cent of the over-all volume 
of the company. This may result in key customers who do more than $3,000 
a year business each with the company. Thus we have all the elements for a 
selective sales plan whereby the company sales budget will be the guiding 
program for the sales department, which will know what the company 
expects it to do and when it is expected to do it. The sales-incentivc plan 
will provide extra compensation to stimulate salesmen in achieving the 

performance of the specified program. 

The various sales reports of the company should compare the budget wit i 

actual performance, usually on a “current month” and "to date” basis. 

desired, a special report may be compiled for key customers and the per- 
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formance in each territory, showing the difference between budgeted and 
actual sales and gross profit due to the change in mixture of sales, the differ¬ 
ences caused by changing of sales prices, and finally, the over-all difference 

between budgeted and actual, due either to failure to achieve the budget 
volume or to having exceeded it. 

Production budget. The production budget reflects in terms of products 

the number of units to be produced to satisfv the requirements of the sales 

budgets, taking the desired inventory and shipment dates into consideration. 
The budget lists the following columns: 


Column 1 ... 
Column 2 ... 
Column 3 . . . 
Column 4 . . . 
Column 5 . . . 
Column 6 . . . 
Column 7 . . . 
Column 8 . . . 


. . . Itrrns 

. . . Requirements for period 

. . . Beginning inventory 

. . .Net requirements (col. 2 — col. 3) 

. . . Desired ending inventory (finished goods) 

. . .Production requirements for the period (col. 4 + col. 5) 
. . .Allowance for spoilage 

. . . . L nits to be placed in production (col. 6 + col. 7 ) 


A separate schedule is prepared for each month of the budget period. 

The production budget will generally be prepared in the plant and for¬ 
warded to the budget department. As a rule it will be prepared by product 
class rather than by individual items. In most companies of any size the 
volume of .terns in the production budget would be too great if they 
listed the mdiv.dual items. In smaller companies it will be possible to show 
all the items. The figures on the budget will be entirely in terms of physical 
units to be produced and the budget will contain no dollar figures 

The director of manufacturing or whoever mav receive the production 
budget must determine the practicability of processing the sales budget as 

initially established. In so doing, he will consider the following- 


The^possibilities of producing the proposed budget with the equipment on 

Whether additional facilities are necessary and, if so, whether these can 
readily be obtained 

The possibility of so scheduling production required by the sales budget as 

to maintain balanced operations and ensure stabilized employment 
conditions r 7 


The processing time required by the sales budget 

The scheduling of the sales budget to meet delivery dates 


The consideration of work in process involves studying processing time 
because dates on the sales budget which are order dates are undoubtedly 
months ahead of the dates on the production budget, which are related to 
shipment dates. The problem of reworks and their effects on scheduling and 
processing time must receive attention. In addition, it is essential to consider 
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both opening and desired closing inventories each month. Unit production 
cannot be determined without taking into consideration an allowance for 
scrap. Where the process is such as to require assembly or subassembly, 
separate schedules are required to show production of these, in order that 
arrangements can be made to fulfill the minimum requirements of sub- 
assembly or assembly stocks, so that these will be ready when required for 
assembly of the over-all product. 

Cost-of-goods-sold budget. The cost-of-goods-sold budget summarizes the 
cost of products shipped to customers during the budget period. The budget 
lists the following columns: 

Column 1 .Items 

Column 2.Total for period 

Columns 3 to 14.Months of period 

Column 15 .Schedule posted from 

Column 16.Schedule posted to 

In companies using standard costs it is relatively easy to build this budget. 
The budget itself can be shown only in quantity for both the current month 
and the period to date. A separate posting will be made for each anticipated 
month’s production. The cost of goods for the period will consist of the 
multiplication of units produced by the standard cost. In cases where an 
actual cost system is used, the problem of securing the cost of goods is 
slightly more difficult, because it necessitates calculation of the average cost 
of each item at the conclusion of the month, whereas in a standard cost 
system the cost may be taken from the standard product cost sheet. 

Direct-labor budget . The direct-labor budget assembles labor charges to 
the extent necessary to produce the units stipulated in the production 
budget. This budget supplies the cost of direct labor for the cost of goods 
and the payroll budgets. The budget lists the following columns: 


Column 1 .Items 

Column 2.Total amount for period 

Columns 3 to 14.Amount (for each month) 


The data for this budget arc secured from the direct-labor assembly chart. 

This budget summarizes the over-all direct-labor charges for the produc¬ 
tive departments. In all probability, it will be necessary to prepare this 
budget by means of an organization assembly chart which shows the stand¬ 
ard labor required for each operation per quantity of the unit to be pro¬ 
duced. In that case, it may be necessary to prepare a separate labor budget 
for each productive department and list the productive hours of each job 
classification required in getting out this work. In that case, these depart¬ 
mental budgets can be summarized on the over-all direct-labor budget, or 
the product can be costed at the standard cost on the cost-of-goods budget, 
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and an analysis of the standard cost figure for each department broken down 

into its component parts of direct labor, direct material, and overhead. It 

is only in the case of an average cost system that the direct labor will be 

calculated from actual direct-labor cost sheets, and summarized on a direct- 
labor assembly chart. 

Payroll budget. The payroll budget summarizes the estimated gross earn- 
mgs by classifications, payments during the period, accruals at beginning 
and end of month, and adjustment for payroll taxes withheld from period of 
deduction from salaries and wages to periods of payment to state or Federal 
agency. The budget lists the following columns: 


Column 1 . 

Column 2. 

Columns 3 to 14 
Column 15 .... 
Column 16 .... 


Items 

Total for period 
Months of period 
Schedule posted from 
Schedule posted to 


This budget summarizes all the payroll classifications ranging from direct 

labor to administrative and sales departments. The accruals of all of these 

classifications are shown as of the beginning of the month less the amount 
of the accrual at the end of the month. 

The cash-disbursements computation is made bv deducting from the cur- 

rent payroll the withheld amount for social-security taxes and income taxes 

and by adding accounts-payable items for the amounts withheld, the result 
being the total cash disbursements for payroll purposes 

Accounts-receivable budget. The accounts-receivable budget forecasts the 
monthly accounts-receivable position based upon the sales shipments' the 
cash collections, and the bad-debt factor. The budget lists the following 

Columns* o 


Column 1 . 

Column 2. 

Columns 3 to 14 
Column 15 .... 
Column 16 .... 


Items 

Total for period 
Months of period 
Schedule posted from 
Schedule posted to 


The collection estimate is based on past experience plotted on a collection 
lag chart. 

The calculations for accounts receivable must take into consideration the 
estimated sales for the period less the returns and allowances, and the 
amount of advances amortized, leaving the net additions. The cash collec¬ 
tions and discounts are computed, as are also the accounts charged off It is 
necessary to take into consideration the reserve for doubtful accounts be¬ 
ginning with the balance at the beginning of the month, and the provision 
for addition to the reserve. 
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Purchase budget. The purchase budget summarizes purchase require¬ 
ments in dollars for use in the cash budget and serves as a control over the 
activities of the purchasing department. Items appearing thereon are raw 
materials, mill supplies, purchased parts, stationery and other supplies, etc. 
The budget lists the following columns: 


Column 1 .Items 

Column 2.Requirements (from raw material budget) 

Column 3.Beginning inventory (units) 

Column 4.Desired ending inventory (units) 

Column 5.Purchase requirements: 

(a) Quantity 

( b) Estimated eost 


A separate monthly budget is prepared for each group of items such as raw 
materials, supplies, etc., with a breakdown by individual items for each 
group. 

Cash budget. The cash budget is the forecast of cash receipts and dis¬ 
bursements, and lists the following columns: 

Column 1 .Items 

Column 2.Total for period 

Columns 3 to 14.Months of period 

Column 15.Schedule posted from 

Column 16.Schedule posted to 

The receipts generally included are the following: accounts-reccivablc col¬ 
lections, notcs-rcceivable collections, advances from the United States gov¬ 
ernment, advances from sources other than the United States government, 
transfers from restricted funds, bank loans, and other receipts. The cash 
disbursements ordinarily consist of accounts payable, payroll, notes payable, 
taxes, interest, royalty payments, securities purchased, dividends paid, and 
other cash-disbursement items. The net change in the cash position is the 
difference between total cash receipts and summation of all disbursements. 
By combining the net change in cash position with the balance at the begin¬ 
ning of the period, the cash at the end of the period is obtained. 

Permanent-plant budget. This budget estimates expenditures for buildings, 
alterations thereof, equipment, and all changes and additions to plants. This 
budget contains the following information: 

Sequence in which the work is desired 

Specifications 

Details as to the appropriation covering: 

Replacement of existing equipment which is worn out 

Replacement of obsolete equipment with modern cost-reduction equip¬ 
ment 

Additions as expansion of the present facilities 
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In many cases, the equipment is not to be paid for in one payment but 

in * ta ', lmCntS 35 each P hase work is completed, in 

Information ‘ ^ f ° ,Iowin S co,umns > ° r ‘he following 


Unexpired balance from the previous year 
Appropriations for the year 
Total available 

Columns for payments each quarter or each calendar month for a 
or ^-year period 

Schedule from which this budget is posted 
Schedule to which it is posted 


1-year 


Th,s budget should be received in time for it to be reviewed by the budget 
director m sufficient detail. That means that it will be made up by the plant 
m September or October and be reviewed in headquarters in November or 
ecember Even though it may be a difficult task for the plant engineer to 
estimate the cost of each item on the plant budget in detail so far in advance 
>ct it is essential that he anticipate the amount of the appropriation in ti ! 
to have ,t approved. Equipment expenditures must be included in the cTsh 

eiffifr b' n h d Ciem *T t0 Permit the COm P an y to rai ^ ‘he necessary money 
either by bond issue from profits, or by other means. Plant engineers have 

an annoying habit of not only desiring to withhold advance estimates fir 

such appropriations, but also offering requisitions for new-equipment ex 

penditures from time to time shortly in advance of the time they are wait Id 

a practice which cannot result in a satisfactory cash budget 

Distribution division expense budget. This budget covers what is •, . 

termed “sales expense.” The only difference between the terms “distrib p* > 
expense” and “sales expense” is that the former term is used when X 
expense includes a marketing research expense. This budget includes all 
advertising expense. The form of the budget includes the following columns 

Column 1 .Account 

Columns 2 to 4.Total: 


Columns 5 to 40 


(a) Activity budget 

(b) Expected variation 
(O Budget 

Months of the period: 

(«) Activity budget 

( b ) Expected variation 

( c) Budget 
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This budget may he set up on a central basis for the headquarters division 
of sales and prorated, much the same as general overhead is in a plant, over 
the various sales territories, on a standard-cost plan for distribution applied 
to the company’s activities. Ordinarily, a separate sales budget is set up for 
every sales territory, with established relationship between budget for expense 

and the sales of the territory. 

The “expected variation” is an adjustment to the activity budget to allow 
for the time it takes to bring expenses down to the desired level. 1 his ad¬ 
justment is necessary in all items involving cash in order to arrive at a more 
realistic budget. The amount is determined by experience subject to pro¬ 
gressive tightening. Performance reports, however, need not disclose the 

expected variations to the responsibilities involved. 

Administrative budget. The administrative budget may be constructed in 
total for the administrative departments, or a separate budget may be estab¬ 
lished for each subdivision, depending on the size of the company. This 
budget includes the accounting division, purchasing division, industrial-rela¬ 
tions division, and each of the separate departments in the executive office. 
In case budgets are built for each subdivision, it will probably be necessary to 
perform several allocations in connection with such items as rent, which 
must be prorated to each subdivision on a floor-space basis. The question 
arises as to the necessity of prorating administrative expense between sales 
and manufacturing, on the theory that a certain portion of the administra¬ 
tive activity is established for the benefit of the manufacturing department. 
It is generally believed seldom worthwhile to make such a proration. If the 
company is one having a number of sales territories, it will usually be found 
satisfactory to consolidate the administrative budget with the sales-hea - 
quarters budget for the purpose of allocating the expense to the various sales 

territories. The hudget lists the following columns: 


Account 
Total: 

(«) Activity budget 

( b ) Expected variation 

(c) Budget 

Months of the period: 

(rtl Activity budget 
(6) Expected variation 
( c) Budget 

The remarks on “expected variation” made in the distribution division 

expense budget also apply to this budget. 

Accounts-payable budget . The accounts-payable budget foicoasts 

monthly accounts-payable position based on (1) the purchase budget, W 

the advertising budget, (3) the permanent-plant budget, and (4) the pens 


Column 1 .... 
Columns 2 to 4 


Columns 5 to 40 
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able-plant budget. These budgets all become additions to the balance of 
the accounts-payable budget at the beginning of the period. 

In some cases it may not be essential to prepare this budget. Its omission 
may lead to problems, because there is no provision for accounts payable 
arising from other sources than the purchase budget. P ' 

Estimated payments are offset against the total payables as the terms of 
l"ol n mn : E WOrkinS - C ^ it ‘'' 1 The budget lists the f, 1- 

Column 1 .Items 

f C ”! Un,n 2 • ■ .Total for period 

Columns 3 to 14.Months of period 

5i° Umn J* .Schedule posted from 

Operating budget. The operating budget in some companies is also called 
,he . Pe’fit-and-Ioss budge,. The ...„ H b T iv " c d 7o ,,,,i 

Moitag coTJZ” ' hC CO "‘ P “ V < ‘" rinS '" C b “ d *" P " i “ d “ d »” 1* 

Oolcmn 1 .hens 

o umn - • • • ..total for period 

To Z nS , s t0 H .Months ° f P«iod 

r . , n ic .Schedule posted from 

Column 16 .Schedule posted to 

Most of the important items on this budget are derived from budgets pre- 

ad justed f^d S3lCS arC d ° riVPd iV ° m * hc forecast of *ales and are 

justed fo r discounts, returns, and allowances to arrive at net sales The 

cost-of-sales budget supplies the amount to be deducted to arrive at a gross 

profit figure. Administrative expenses are supplied by the departmental 

expense budgets included in this group, such as executive expense pumhls 

g expense, accounting expense, and industrial-relations expense’ Sales or 

n.“T” •*» *-*- A- * bud*, iu/p-nd™?,; p” 

pared. The net operating profits are derived from the deduction of the 
administrative and distribution expenses from the gross profit Other ’«• 

comprising financial income, such as interest and dividends’ received and 

are h 3 'Tf**’ l ^ ,mC, ' CSt Paid ’ bad debts > and los * on assets sold 
are shown below the net operating profit to arrive at a net profit before 

income taxes. Deducting an estimated amount for income taxes the bn I 

is the net profit from operations for the period covered ' anCe 

I his is the budget which is used to study the possibilitv of ro 

“ ,“7"’ «*»• “» «b» » come 

An analysis of gross profits by products should be made to permit n 

program. Management may find it necessary to eliminate unprofitable 
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items to embark on a more pointed sales program, or even to develop new 
products. A review of administrative and sales expenses may result in sizable 

savings, thereby permitting the desired profits. 

Balance-sheet budget. The balance-sheet budget is in cfTcct the proof of 
the accuracy of all other budgets. If the budget committee were to omit 
this budget from the list to be prepared, it would have stopped just short of 
completing its job. While it is merely a refinement of the budgetary system, 
it is actual proof of the accuracy of the subsidiary budgets. Each company 
will have to decide for itself whether the balance-sheet budget should be 
prepared only for the period of the operating budget or for each month of 

the entire' year. ....... , . , 

The balance-sheet budget lists estimates of assets, liabilities, and capital 

projected for the budget period. It afTords (1) the opportunity of checking 

the accuracy of the other budgets, (2) a basis for a preview of the forecast 

balance-sheet ratios, and (3) a basis for determining what amount of bank 

loans is needed and for how long a period. The budget lists the following 

columns: 

Column 1 .I^nis 

Column 2.Beginning balance 

Column .Adjustments—debit 

Column 4 .Adjustments—credit 

Column 5.Forecast—end of month 

* Repeat for each month of budget period. 

The sources of entries for monthly adjustments arc the entries on the various 

budgets. - , 

The balance-sheet budget is sometimes used to determine the cash budget. 

This is considered a short-cut method whereby all other items appearing 

thereon arc derived from prepared budgets or estimates and the balancing 

,mount is cash. This method avoids the intricacies usually involved in 

forecasting cash which is affected by many accounts. It avoids the necessity 

for a purchase budget, which in some instances is very complicated and not 

entirely satisfactory as to accuracy and promptness. 

Master budget. Confusion sometimes exists with regard to the term 
“master budget.” It is often confused with the balance-sheet budget, but it 
is not the same budget. The master budget is in reality not a budget, but 
a restatement in summary form of the important figures contained in the 

other budgets. It gives— 

The operating statement in summary form 

The cash position at the beginning and end of the period, together wi * 

data oil receipts and disbursements in total 

Key account balances, such as accounts receivable, inventories, curren 

* 
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assets, accounts payable, accrued taxes and expenses, current liabilities 
net working capital, and net worth items 

The operating statement in summary form usually shows net sales cost of 
Ies and gross profit, followed by total administrative and selling expenses 

charges 6 and 3 Td^ ^ ^ inC,udin * fi " a "- a > "Come. finance 
* f’ " d est,mated income taxes, the net profit is shown. 

1 he budget lists the following columns: 

^°’ umn 1 .Items 

~° umn 2 „.Total for period 

Columns 3 to 14.Months of period 

L ° lumn 15 .Schedule posted from 

4. Permanent budget installation 

The budgeting discussion as applied to the compilation of the master and 
ummary budgets and those needed for the preliminary, budget ins,action 
necessary in order to g.ve consideration to the succeeding budgets required 

e n U fh Se V n d tallati0n - The budget* installation 

"T a "°”’ var ““* l*bor, mileri.l, and „p„,e £„dg“, 

the manufac ur.ng departments. This phase of budgetary control requires 

.“,TSp“ V .m,T “ inV °' V " °' ‘or 

Expense standards. Expense standards are essential because— 

They serve as a basis for supervisory incentives 

Th toricai a recor b df getS '° ** C ° mPUted qUick,y without ref "ence to his- 

T whic P h er afflct C cL C s U h lating Variati ° m fr ° m $tandards > f ° r those accounts 

They establish the 100 per cent level needed for overhead distribution 
They a ss ,s t m measuring performance in a manner which avoids refiguring 
the budget ,f the rate of operation is not the same as originally 8 S 

faW XP 'TU- Stai ? dards find their principal use as a part of the variable-expense 
table. This table consists of a list of accounts for each department pin" 

eparate tabulation of figures for each 5 or 10 per cent variation of activity- 

no h K, Toon Variation ranging from a low of 20 per cent to a 

stance f ' ? ^ ^ ^ de P endin K »n the particular circum- 

stances of any company. Thus it is only necessary to know the budgeted 

te of operation for any department to determine what its budget should be 

Reference to the budget table for any department in question wiT enable 

the budget director to readily select a new set of budge' figures appl“tie 
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,o the actual rate of operations, if this differs from that forecast, for inser¬ 
tion on the monthly departmental performance report which compares 

actual with budget. ,, , , . , 

Regardless of how completely budgets may originally have been estab¬ 
lished'’, the rate of activity is bound to change in some department, perhaps 
all before two or three months have passed. Without the use of these budge 
tables, it is necessary to refigure the budget allowances in each case^ Some 
writers have advocated that budgets should be fixed throughout the year 
on a monthly or a 12-month basis, whereas practical experience has shown 
that what is needed is a flexible budget, one which permits items to be 
different in each month or in selected months according to the seasonal 

variation and the activity of the department. The budget table 
use of a flexible budget with a minimum of work, because when this flex,b e 
budget table has been determined it is only necessary to refer to the tab e 
of each department to determine not only the allowances for the originally 
planned rate of operation, but also to the level of expense and the amount 

that should be budgeted for the rate actually run. . 

The variable budget table includes fixed, scmivanable. and variable 

expenses. They are determined by the level of operation according to the 
plan the company decides to use. There are several bases which may be 
utilized, and a selection must be made from one of these. These various 
bases are (1) salcs-quota levels. (2) anticipated normal expense level (3! 
most favorable expense level. (4) breakeven level, and (5) company-objec¬ 
tive level It is believed that this terminology is fairly self-explanatory. 
The companv-objcctive level appears to be the most satisfactory plan 
because at the 100 per cent level of the table the expense level » based on 
a rate of operation which the company will not necessarily attain initia ly, 
hut as it approaches its expected goal it will be unnecessary to revise the 

standards as the operating rate changes. 

There are many reasons in favor of this company-objective plan, such as 

It supplies the most favorable unit cost figures ,. . pvpn 

It implies that facilities will be adjusted to the company objective even 
though they may be now deficient as to kind and number or there ma> 

he excess capacity 

It docs not require frequent revisions as most other plans do , 

It is a reasonably long-range plan, assuming that activities are adjuste 

according to this program 

Basis of measurement of activity. There are several well-known bases for 
measuring the activities of various departments such as units P«duc . 
direct-labor hours and direct-labor dollars, or, in the case of departmen 
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^ ^ 

aufhn 0 rv' S °': he ‘: andard ""Mon In departmental expense. Various 

Some do it bv nd- d 7 m “^T* ^ determinin ® departmental expense, 
the d individual items, others by a group of items, and still others for 

the department as a whole. The scatter-diagram method has been found to 

very e ective one. This method is illustrated in Exhibit A. Before 

mg a scatter diagram, the following points must be decided upon: 

What is the basis of variance? 

Whatjevel ° f activity is to be 100 per cent capacity? 

Should graduations of the base be in 5 per cent or 10 per cent steps? 


Symbols 

Months 

X Standard 

1 Jan. 

P Average 

2 Feb. 

- Low point 

3 Mar. 

() Freak figure 

4 Apr. 

5 May 

6 June 

7 July 

8 Aug. 

9 Sept. 

10 Oct. 

11 Nov. - 

12 Dec. 

13 Jan. 



[Expense 
amount 
♦ 45i 


400 


Rate of operation 
2 0 30 40 50 60 70 80 90 100 ||Q 120 130 uin 


350 


300 


14 Feb. 

15 Mar. 

16 Apr. 

17 May 

18 June 

19 July 
20 Aug. 
2 I Sept. 

22 Oct. 

23 Nov. 
2 4 Dec. 


250 


200 


150 


100 


50 


0 


Basis of measurement 


14P' 


2h 


/A 


>/o 


8+P 



P + 


»/J- 


2000 2400 2800 




: 23 

-/6 

XV ~!90 

V 



/8d 

V 




























3600 4000 4400 


Direct labor hours 

Exhibit A. Scatter diagram Rawing variatian data af expense (ar twen, y -(aur manths. 

The scatter diagram has the expense amount serving as a basis of mo 
mem at the side and a scale of labor hours as the base At the m b 
the rate of operations corresponding to the direct-labor ho o !!• o " 
it is the practice to use two or three years of month! fi T*' ° rdlnanl y> 

.- Jl >’ “gt low points from ton,id","” 
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and to obtain the three points of high. low. and medium. Points are placed 
on the nearest 5 per cent line. 7 he elimination of exceptionally htgh and 
low points is determined by investigating whether or not each of these is a 
repetitive expense: if not. it can he eliminated. If it is liable to be repetitive, 
it of course, cannot be eliminated. Frequently these excessively high or low 
points can be analyzed only after a talk with the foreman of the department 

n question. # . . . 

The average of the remaining dots on each horizontal line of activi y is 

then made bv observation and marked P. and the corresponding low point 

is marked bv a dash. An .V is then placed at the mid-point between the 

average P and the low point. These points marked -V on each horizontal 

lit,,- of activitv should he connected by a curve or whatever type of line it 

may turn out to be. such as a scries of steps. In connecting these X marks. 

if there are no dots on some of the horizontal lines of activity, the A on the 

two adjacent lines with X points are connected. 

It has been contended by some authorities that instead of attempting to 

plot a line bv this means, it would be better to draw a straight line by inspec¬ 
tion through the density of the dots. It appears that a line drawn as has been 
indicated, and resulting in a step line rather than a straight line, is more in 
keeping with actual facts. In the case where a new business is being estab¬ 
lished or where the period being reviewed provides no previous experience 
record, the scatter-diagram method cannot be employed initially, but may 
be built up over a period of months for possible use in some subsequent 

budget period. 

However if there has been a year or more of operation, a scatter diagram 
c an be prepared, but it will scarcely have sufficient data to prepare a sound 
chart. In that case, it will depend on an experienced plotter to be able to 
prepare a chart that will give some basis for the variable budget table. As a 
matter of fact, many items of expense can be set up on an estimated basis 
for the current rate of activity by the budget director in conferences with the 
individual foremen. For indirect wages, for example, the simple expedient is 
to count noses and establish definite job classifications and group personnel 
under these classifications, with a provision for increases or decreases at 

certain predetermined rates of activity. 

In new undertakings, it is not possible to build variable budget tables o 

expenses immediately. An estimate on a departmental basis should be made, 
and later, when the different expense accounts applicable have been deter¬ 
mined, departmental expenses can be broken down also on an estimated 
basis. This process of estimating amounts and kinds of expenses has o ten 
proved decidedly effective in improving the accuracy of the original over-a 

budget. 
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Variable budget tables. After the data regarding expense have been deter- 

fTna 20 tl 200 " *• rates of activity 

ITnft tf Cem ' ° r Wha,eVrr m3V bp The accounts per- 

taming to the department are shown on the left-hand side of the table the 

basT f th ‘ abor u d ° llars or whatever they represent is shown at the 

base of the table under the “total” expense for each rate of activity shown 

and the amounts of each account for each rate of activity are shown in the 
proper activity column opposite the account named 

The use of the variable budget table means that department foremen are 
not Obliged to read curves but can determine the budget allowance from the 
table where previously it has been figured out for them 

Raw-Material budget. In addition to all the budgets included under the 
preliminary installation there are a number of other important budgets to 
be compiled in connection with complete installations. Of these thf raw 

:Xt bU<lget 3nd tHe direCt - manUfa cturi„ g -expense budget ^ ^ 

The raw-material budget assembles material charges to the extent neces¬ 
sary to produce the units stipulated in the production budget. This budget 

supplies the cost of direct material for the cost-of-goods-manufactured 

budget and the purchase budget. The budget lists the following columns 

£°' umn 1 .Materials 

Column 2.Unit 

Column 3.Total quantity for period 

column 5;. a,l °™ 

^ i ^ .• ••ivevised total quantity 

Golumn 6 .Unit cost 

Columns 7 to 18.Quantity and cost for each month 

It covers raw materials for all commodities enumerated on the production 

requirements budget. The estimated excess allowance is based on the vari- 
ances shown between standard and actual. 

hl ^T man t CtUr : 9 - eXPe ^ The ^ct-manufacturing-expense 

budget assembles all expense chargeable to productive departments and 
includes the following columns: 

Column 1 .Account 

Column 2.Total: 

(a) Activity budget 

(b) Expected variation 

si \ n ( c ) Budget 

Columns 3 to 14 .Months of the period: 

(a) Activity budget 

(b) Expected variation 

(c) Budget 

Budget sheets are prepared for each section. These are summarized bv 
departments and then for the division. The activity budget is to be taken 
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..' 

:I=;s=;c.'=sj; 

director can secure the expected difTerence between hudfft and actual and 

±sz : sss rr^ w 

;i,;*v modifying ctt.ly ft.il.tnf and permitting .hen .o meet .he budge. 

"7:X»:tee P o, S . After eh nece»ry budge,, here be.-H 

• h 'i— xrrz* — 

figures. Where desired, the units involved may also be shown. 1 he 

listed should be the same as shown on the forecast budge 

Usinllv the mere presentation of performance reports >s not very eh 
rive for management purposes. Where these reports are —h exec^ 
tives are not enthusiastic about wading through a mass ofda. P 
the high lights that require their special attention. The budget exe^ ^ 

in the best position to point out the situa ions * ‘ underlying reasons 

interpret them the be,, of hi, ability after > 

through more detailed data obtained by mvest.gatton. Furthermore, P 

should be made promptly. should keep in 

This brings up another point that the duo for use in 

mind By the time the accounting department as procisst ‘ . 

ports, the information is frequently too late to alW mana^ ^ 
cnee trends and cut short unfavorable developments. ^ or « ^ 

contingency, the budget director must exerc.se of prime 

develop daily or weekly reports on some particular P' ; h He 

interest and continue these reports only so long as they . J and 

must go to original sources of informat.on, such as daily tnne rep° ^ 

obtaindata in hours and minutes. If desired, he can use an^w 

cost up the items covered. An approximation is usually suffi 
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agement purposes. The same may he done with data on personnel, which 
for most enterprises constitutes the avenue of largest expenditures 

Budget flow charts. It is most desirable to show how the various budgets 
are related to each other and to md.cate the flow of contemplated cash 
expenditures provided m each budget into a summarization of total cash 
reqmrements on the one hand and receipts on the other. In Exhibit B page 

1 . o'" 05 indiCat<> thC °P eratin g budget flow and the solid lines 

the cash budget flow. 

^Breakeven charts, profitgraphs, and profit-and-loss charts. It has proved 
most advantageous for a budget executive, before he embarks on a budget 
program for any organization, to study its profit structure, that is, to ascer- 
am the approximate amount of fixed charges, the variable rate of expenses 
the breakeven point, the margin of safety, and the approximate profits o^ 
losses at vanous rates of activity. This important study can be accomplished 
by the development of breakeven charts, profitgraphs, and profit-and-loss 
charts. Furthermore, comparisons can be made with competitor organiza- 

sludied lndu stries, to show the relative position of the company 

Breakeven charts vs. profitgraphs. In the determination of policies a clear 
concept of the profit structure of any business organization is most essential 
n recognition of this, industrial engineers usually, as a first step, develop the 
relationship of volume and profit. By utilizing correlation charting, the profit 
structure may be graphically described and the breakeven point determined 
Graphic presentation permits a ready form of analysis of profit variations in 
relation to other factors, such as volume, unit selling price, and costs. Until 
recently the terms profitgraph” and “breakeven chart” have been used 
interchangeably, but the modern profitgraph is a simplified breakeven chart 
in which the lines of variable and fixed costs are eliminated and only one 

line of profit which is the difference between the sales and cost lines is 
shown. This distinction is illustrated by Figs. 1 and 2 page 581 

'Classification of breakeven charts. Breakeven charts may be'made in a 

number of forms, the variations resulting from the method of presentation 

rather than from any fundamental differences. These variations fall into 
three major classifications: 8 

1. Charts showing the fixed and variable expenses separately for each of 

v such as manufactunng ’ seiiing ’ adm ‘ n,str a- 

2. Charts showing total fixed charges at the bottom, with variable ex- 
penses Shown as further additions to expenses (Fig. 4, page 582) 

New York i r 944t; S ’103. ,0r ’ ^ ACC ° Un “"“’’ The Ronald Press Company, 

8 Rowland and Harr, op. cit., pp. 
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Fig. 4. Breakeven chart with fixed expenses at 
bottom and variable above. 
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3 ' sb °" ,n g variable expenses starting at zero with fixed expenses 

added above the accumulated variable expenses (Fig. 5) 



Fig. 5. Breakeven chart with variable expense at 

bottom and fixed on top. 

and^ ^ tYPe ° f breakeven chart ’ with variable expenses at the bottom 
and fixed expenses on top, had been utilized as a profit-realization chart 

designated as a profitgraph” by C. E. Knoeppel in 1909.” This type of 

chart may be elaborated upon to show per cent earnings on capita! invested 

e per cent return at the budgeted level of activity, the per cent that each 

class of expense shown on the chart bears to the sales dollars, the rate of 

acttvtty required to attain various levels of return on invested capital and 

dtnd" H 7 3CtlVity 31 WhiCH P referred dividends, common divi- 
dends, and interest are not earned (Fig. 6, page 584). 

The profitgraph and management planning. The modern profitgraph 
ig. 2, has found increasing acceptance because of the trend to emphasize 
profits rather than expenses. The desired profits are first budgeted for a 
given sales level, and expenses are limited to the difference between the 

w' a procedure feasible, the profit structure under prevail- 

ng conditions must be known. The profitgraph indicates the profit to be 
expected at any sales level. Therefore, if the desired profits do not agree 

paly? I^c. K i n 9 0 37 P , P ;! xfifi * °' *“***** '"ft. McGraw-Hill Boo, Com- 
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Income from sales 



Common div. 


Preferred div. 


Income tax 


Fixed costs 


Selling o.h 


Adm. o.h 


Manufacturing 

overhead 




Bp pin* Direct labor 1 o 

°0 W20 30 40 50 6 0 70 80 90 100 

Sales in % 

Fig. 6. Profitgraph. 

with the indications of the profitgraph, management must take action to 
change the profit trend by reducing fixed, variable, or both types o cxptn 

or hv increasing the amount of sales revenues. 

«» « - «*. "«» consideration the c.pto”■ * 

enterprise and set a fair return based on the risks -nvolved^ T n para 

mount when new capital is to be invested in an enterprise. When this no 

the situation, then this concept is subject to modification ,n view of comp - 

tive conditions, the phase of the business cycle at the moment or the > lor* 

term trend of the particular field of business of the company. T 

l eTis to examine the fixed and variable expenses and deeide on changes to 

be made which would result in their reduction. This may involve: chang 

in plant capacity, substitution of lower cost materials, cefinanc ng o e d 

interest payments by obtaining lower rates or issuing equity sec untie, ^ 

solidation of departments to reduce supervisory costs, purcha g P ’ ^ 

outside vendors, manufacturing parts now purchased change g 

adoption of piecework basis, and a host of other considerations. 

Tould results fall short of .he deeded profit objec.dc. managem^d — 

.ijve consideration to revenues by increasing or decreasing uni. pnce> 

adding; or dropping products sold, and by selective sales planning. Th 

of unit price changes on profits may readily be ascertained ^tray 

a profitgraph, provided the physical volume of sales is not afTecte . 

584 













PERMANENT BUDGET INSTALLATION 

Sec. lo 

ever the effects on consumer reception, which is not so easily appraised must 

"tth C HH ^ f l ° eSt ' matC th ° nCt rCSU,tS ° f such a change The effects 
of the addition of new products or the elimination of unprofitable items can 

be shown on a profitgraph to cover a wide range of sales. If management 

decides to push the more profitable items at the expense of the less profitable 

structure. P ‘ Cnds itSC,f to P ortra V al of these effects on the profit 

ff after all possible measures affecting sales and expenses have been -x- 

adve r “ ^ ^ *° ^ ° n P a P er - ‘hen the only alter- 

at,vc remaining ,s to be reconciled to a lower rate of return on sales and 

invested capital, to a level that is attainable. If it can be shown that no 

profits are likely, a decision to liquidate may be advisable to save some of 
the remaining equities in the enterprise. 

Building breakeven cWs.(To build a breakeven chart, expenses must be 
classified as constant or variable with respect to sales or activity Constant 

fiXCd Ch3rgCS ^*'-d expenses," 

"Costs to possess,” such as interest on mortgages and rent 
Costs of capital recovery” or depreciation 

Regulated expenses arise from— 

The operation of the business and the nature of the factory, including such 

expenses as heating, lighting, connected-load charge of purchased power 
and maintenance and repair * asea poucr > 

The determination of executive policy, such as executive and supervisory 
compensation and advertising . supeivisory 

CD 

Variable expenses are those which are in direct proportion to production 
sales. ES material C ° StS ’ direct - labor ~sts, and commissions on 

Those expenses known as semivariable expenses, which include both fixed 

p o tinTtli elUS ’ n,USt bC anal>Zed ‘° Se ^ ate the components. By 

plotting the expense ,n question against sales or direct labor or some other 

base that controls the expense and fitting a straight line to these points by 

the fixed 1 f St . SCi . Ua , reS > ^ inSpCCti ° n > ° r SOme otbcr appropriate method 
the fixed element is indicated by the point where the line crosses the zero 

point of the base. Fitting the line by inspection is defended by some on the 

grounds that the error of judgment results in an insignificant variance in the 

unable expense, and that the stand-by expense is itself a matter of opinion 

1 here is a simple and effective method for determining the best line going 

Walter Rautenstrauch and Raymond tu i? 

agement. Funk & Wagnalls Company, New York,’l949, ° Man- 
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through a pattern of points in a scatter diagram. 11 The two series of statis¬ 
tics are arranged in columns, and the independent series is designated X and 
the dependent series }\ An arithmetic average is computed for each and a 
point M located on the chart to represent these two averages. The next step 
is to set up two more columns designated x and y adjacent to X and Y col¬ 
umns, and place therein the difference between each statistic and the 
applicable average. Next set up two more columns, x 2 and xy and insert the 
proper values, carefully observing the plus and minus signs in the multiplica¬ 
tion of x and y. These two columns x 2 and xy are totaled and the values used 

in the following equation: 


a = 


2*y 

S ^ 2 


where a represents the slope of the best line through point M, and 2 ts “the 
sum of” By applying a to some assumed value of x in the equation for a 
straight line, y = ax, and solving for y. a point V can be obtained by simply 
adding the * and the y values thus obtained to the corresponding values of 
point M. It will almost always be found that the trend line passing through 
points M and N crosses the Y axis at some point above zero, which amount 
represents the fixed element. This amount may be determined by inspection 
or by solving the equation for a line of regression, y = a + bx, in which y is 
the dependent scries of statistics such as selling expenses, .v the independent 
series such as sales, a the fixed amount, and b the ratio of the trend line. 
Values of either point M or N may be used, together with the a value pre¬ 
viously computed, to obtain the value of b, the fixed amount. This same 
equation may be used for budgeting the allowable expense for any given 
sales figure, once the values for a and b have been determined. 

An illustration will clarify the procedure. The ABC Company sales and 
selling expenses are plotted in a scatter diagram for the years 1933 through 
1940. From a graph (not shown) it can be seen that 1938 is definitely out 
of line and it is therefore dropped from further consideration as far as the 
determination of the trend line is concerned. The computations for deter¬ 
mining the best fitting line for sales and selling expenses arc given in the 

illustration on page 587. 

After all expenses have been classified as to fixed and variable elements, 
any of the breakeven charts illustrated in Figs. 3. 4, and 5 may be drawn 
with no great difficulty. It should be noted that the base is shown as the rate 
of activity, and the sales line starts at zero activity and rises to the amount 
that can be realized at 100 per cent output. Where the total expense line 

" George V. t rundle, Jr., Editor, Managerial Control of Business, John Wiley & 
Sons, Inc., New York, pp. 88-90. 
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Computations for Determining Best Fitting Line for 
(I) Sales and (2) Selling Expenses 


Year 

Selling 
Sales, expense, 

thousands thousands 
X Y 

Difference between 
average and actual 

X y 

X 2 

X 

V 

1933 

1934 

1935 

1936 

1937 

1939 

1940 

Total.... 

Average . 

12,866 1,058 
17,817 1,313 
21,223 1,425 
29,605 1,597 
38,007 1,809 
33,509 1,758 
53,284 2,355 

-16,607 
-11,656 
- 8,250 
132 
8,534 
4,036 
23,811 

-558 

-303 

-191 
- 19 
193 
142 
739 

9,266,706 
3,531,768 
1,575,750 
- 2,508 

1,647,062 
573,112 
17,596,329 

275,792,449 

135,862,336 

68,062,500 

17,424 

72,829,156 

16,289,296 

566,963,721 

206,311 11,315 



34,188,219 

1,135,816,882 



29,473 1,616 = M 


a 2*2 — slope of line (ratio of selling expense to sales) 

_ 34,188,219 

1,135,816,882 
= 0.0301001 

y = ax (equation for a straight line) 

= 0.0301 X 50,000,000 (assumed value of a:) 

= 1,505,000 

For determining point N: 


Point M 
Add. . . 


Sales ( x ) 
29,473 
50,000 


Selling expense (y) 
1,616 
1,505 


Point N 


79,473 3,121 


For determining the fixed expense, use point M or N; in this case N is used. 

y = a + bx (equation for line of regression) 

3,121 = a+ 0.0301 (79,473) 
a = 3,121 - 2,392 
= 729 = fixed amount 

crosses the sales line is the breakeven point. Instead of the rate of activity 
as the base, the output in sales dollars can be used. 

The profitgraph and the P/V technique. By using the profitgraph, Fig. 2, 
the over-all fixed charges may be approximated on the chart without the 
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necessity of classifying individual expenses as fixed or variable. This method 
of determining fixed expenses appears valid, when underlying conditions 
remain relatively stable, as usually obtains over a period of months at a time, 
long enough for providing adequate statistics as a basis for the chart. 

The profitgraph has been successfully used as a management tool for a 
long time. The analysis of the profit structure by means of the profitgraph 
has resulted in a special technique known as the “P/F technique.” 12 A hypo- 



Fig. 7. Analysis of the profit structure. 

12 Stevenson, Jordan & Harrison, Inc., Analyzing the Profit 
1, 1940. 


Structure, Monograph 
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thetical situation is presented in Fig. 7 to aid in its explanation. The tech¬ 
nique for analyzing the profit structure is as follows: 

1. Plot monthly profits against sales to determine the profit path; under 
normal conditions these dots will arrange themselves along a narrow 
diagonal channel. Thus, approximate profits for any sales volume may 
be established, provided basic conditions remain the same. 

2. The next step is to define the profit path in mathematical terms. The 
slope of the profit path or the profit-to-volume ratio (P/V) may be 
defined as the amount of profit that will be added per $100 of sales 
increase. By taking any two points on the profit path, the ratio is 
readily ascertained, thus: 

Sales Profit 

lst P° lnt . $5,000,000 $1,500,000 

2d P° int . 4,000,000 800,000 

Chan S e . $1,000,000 $ 700,000 

p /1/ — 700,000 

P/F ~- i,ooo;ooo - 70 0pciccnt 

3. The difference between total sales of 100 per cent and the P/V ratio 
represents the variable costs as follows: 

^ a , les . 100.0 per cent 

P/V ratio . 70.0 

Variable costs . 30.0 per cent 

4. A complete presentation of the profit structure as percentages of sales 
is as follows: 

Profit (for the month). 20.0 per cent 

Nonvariable costs . 50.0 

Total or P/V . 70.0 per cent 

Variable costs . 30.0 

^ a ^ es . 100.0 per cent 

5. As a percentage of sales, variable costs tend to remain constant; there¬ 
fore the P/V tends to remain constant (see Step 4 above). While the 
P/V ratio tends to remain constant, its component elements, non¬ 
variable costs and profits, will vary as the amount of sales varies. These 
two elements are complementary and therefore affect each other in¬ 
versely, that is, as sales increase, the percentage of nonvariable costs 
decreases to the same extent that the percentage of profits increases 

6. The breakeven point may be obtained by dividing the ratio of non¬ 
variable costs by the P/V and applying this to the corresponding sales 
dollars as follows: 

Breakeven point = of no^varying costs x ^ ^ 

50.0% 

= X $4,000,000 

= 71.4% X $4,000,000 

= $2,856,000 
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7. A valuable profit equation which holds true at any volume of sales is 
derived from the P/V ratio. 

= (sales X P/V) — nonvarying expenses 

= ($4,000,000 X 70.0%) — (50.0% X $4,000,000) 

= $2,800,000 - $2,000,000 
= $800,000 

Most computations of profit are true only at some one predetermined 

volume of sales. . . , 

B T | 1C margin of safety is a measure of the volume of sales above the 

breakeven point. 

= plfi^M^atio ^ $4j)00.000 (sales) 

= 20 . 0 % x $ 4 000.000 

70.0% * 

= 28.6% X $4,000,000 

= $1,144,000 

By referring to Step 6 above, it may be seen that the margin of safety 
is the complement of the breakeven point: 


Breakeven point at 4,000,000 sales. ^856.000 

Mamin of safetv at 4,000,000 sales. 1J44.000 

... , , c . 4,000,000 

1 otal sales. 


7 1.4 per cent 
28.6 


100.0 per cent 


If management knows approximately how much its busmess fluctu¬ 
ate in periods of general depressions, it can plan on a margin of safetv 
wide enough to protect against loss during the period of low volume^ 
If it is impossible to reach a sales volume to give this P^fcnon thcn 
earnings during good times must be held in reserve for probable losses 

in order to keep out of financial difficulties. . 

9 It is interesting 1 to note that the chart of the profit structure is drawn 
in such a way that sales shown horizontally are analyzed vertical y. 

Sales (AB) = profit (CB) +nonvariable (BD) + 

4 000 000 = 800,000 + 2,000,000 + l.A)U,uuu 

A scale applicable to variable costs can be fitted in at the right-hand 
side to make it easier to read amounts direct from the chart. 

To summarize: 1,1 

The P/V anabsis clarifies and illuminates the operating figures of a company better 

than any other method of analysis. ... p h.ture orofits under exist- 

For the administrative management it aids in predicting 1 conditions 

used to measure the profit values of salcs-by product classes, by terntor , 
turner classes, by individual salesmen. 

*a Stevenson, Jordan & Harrison, Inc., op. cit., p. 25. 
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Breakeven chart vs. profit-and-loss chart. The historical pattern of sales- 
expense-trend experience covering a period of years is known as a “profit- 
and-loss” chart. In contradistinction to this, the sales-expense trend at anv 
particular time is the breakeven chart. Within certain ranges of sales where 
constant expenses remain unchanged, the breakeven chart accurately reflects 
the characteristics of the profit structure of an organization. Unless a busi¬ 
ness is to undergo a radical change, such as a permanent contraction or 
expansion of plant facilities, fixed charges, as previously defined, are apt to 
remain unchanged. Those constant expenses, classified as regulated are the 
ones to be adjusted in accordance with significant changes in the sales level 
It is therefore necessary to redetermine the breakeven point at intervals 
depending on the particular circumstances surrounding a given situation If 
a series of breakeven points arc available, it is possible to portray the trend 
in a chart and to state this trend in a mathematical equation y = a-\- bx 
where y is total expenses, a is the point of orientation on the /axis, b is the 
ratio of the total variable expenses to sales, and * is sales. It should’be care¬ 
fully noted that the point at which this trend line crosses zero activity a is 
not to be confused with the indicated fixed charges of the breakeven chart 
It is considered merely a point of orientation,« and the amount is a com- 
ponent of the mathematical equation describing the trend line 

The profit-anddoss chart is a valuable adjunct to management control 

This chart may be made from the annual statements to stockholders, and it 

is useful in showing the degree of ability of management to adjust expenses 

and prices to changing conditions to maintain adequate profit margins The 

profit-and-loss chart has both the sales line and the expense-trend line' Fie 

ure 8 illustrates the profit-and-loss chart. Expenses are plotted against the 

corresponding sales and a trend line fitted to the scatter diagram The sales 

line is located by drawing it through points of equal values on both the * 

and the y axes; that is, if both scales are on the same basis, the line starts at 
zero and is drawn at a 45-degree angle. 

The difference between the expense-trend line and the sales line represents 
profits. r 


The profit-and-loss chart enables the management of one company to 
compare itself with that of its competitors, and to provide more definite 
objectives to stimulate its efforts. This type of chart can also be used for 
analyzing whole industries, data for which have been compiled by various 
agencies, notably the U.S. Department of Commerce and the SEC The 
sales-expense-trend lines can be stated in mathematical equations, thereby 
facilitating comparisons. In the equation y = a + bx, the values for v a 
and x may be read off a chart with a computed trend line, and the equation 

14 Rautenstrauch and Villers, op. cit., p. 95. 
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Fig. 8. Profit-and-loss chart. 

develop the trend ratio, the equation can be solved for «, the point of or.cnta- 


tion on the y axis. 
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HOW TO DESIGN SYSTEMS FOR INTERNAL 

CONTROL OF A BUSINESS 


I. Why internal controls are necessary 

What is meant by internal control? Internal control is sometimes called 
•‘internal check.” The term is almost self-explanatory. It means a system 
established by top management which enables it to have control of what is 
going on in the business. It also means the organization of the business in 
such a way that the possibility of concealing fraud, theft, errors, and defal¬ 
cation in the records of the important current assets is reduced to a mini¬ 
mum, if not eliminated entirely. Every business executive is interested in the 
problem of internal control for two reasons: 


1. An understanding of just where his position fits into the picture of 
managerial control 

2. A knowledge of how the work under his direct and indirect control 
may be properly supervised and controlled to prevent errors and fraud 


Why internal control is an absolute necessity in modern business. Most 
business firms today have grown to such a large size that it is almost impos¬ 
sible for top management to supervise directly all the business activities 
Therefore top management must delegate authority and responsibility for 
the care and preservation of the assets and property of the business, but at 
the same time it must be sure that this delegation is not perverted so as to 
cause a loss or theft of the assets of the firm, or to cause undetected errors 
in the work. Management therefore attempts to preserve the assets of the 

firm and at the same time create a managerial control by devising a system 
ot internal control or internal check. 

Furthermore, by having a rather complete system of internal check busi¬ 
ness is so managed that, with due allowance for minor variations, it may be 
assumed that the business records are reasonably accurate. This means that 
when a firm of public accountants has been employed, it will not be neces¬ 
sary to make a detailed audit of every single transaction. Usually a balance- 
sheet audit or a survey type of audit will be sufficient to present an accurate 
picture of the operatmg results of the business operations. Furthermore, this 
system of internal control or check is necessary because: (1) the large num- 
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her of cmplovces which must be hired to keep the business records increases 
,he possibility of fraud or error: (2) the work of this large number of indi¬ 
viduals is so interrelated that the errors or fraud of one seriously interferes 
with the work of another group; and finally (3) the ultimate result of the 
lack of internal control is such that a business not only may suffer serious 
business reverses from errors and fraud, but may actually fail. For the sake 
of illustration let us take several cases in which faulty internal control caused 
business firms serious financial difficulties and problems: 

in the now famous McKesson & Robbins case, the president, Mr. Costa 
was able to falsify inventories because of his position and the films lack 
of control, causing losses of millions of dollars to stockholders. 

In the equally famous Mergenthaler case, fraudulent activities caused 
losses amounting to more than $700,000, most of ,t covered by iwuranc^ 

In this firm, several vears later, it was possible not only to tccotip the 
losses, but also to declare extra dividends (1919). But this was in spite 

of the lack of internal control. 

In the National City Bank, it was possible for a branch manager o - 
fraud the bank of more than $500,000. Fortunately by the prompt 
action of the bank and the Federal government, most of this was recov¬ 
ered and the actual loss was covered by insurance. Nevertheless, a goo 
system of internal check might have mitigated or reduced the possibility 

of such a loss. 

The losses due to the lack of a proper system of internal control amount 
to millions of dollars a year. It is important to business nwnagement to 
understand not only the need of a system of internal contro but also the 
various methods of internal control and what should be controlled internally 
However, some business firms are so infected by the idea of internal contro 
that the methods and procedures are overdone, with the result that the los 
which are eliminated by having a good system of internal control are then 
converted into expenses due to “too much red tape. So the gains on one 
hand are eliminated by expenses on the other hand, and all ellort is wasted. 
A careful understanding of the system of internal control must be pa.t of 
every successful business executive’s training and experience. Equally impor¬ 
tant if confusion is to be avoided, must be the distinction between internal 

control and red taf>e. . . , c 

What phases of business require internal control ? Business is made up 

a series of transactions. These transactions involve the handling of cash, 

merchandise, payrolls, accounts receivable, other assets and expenses^ Th^^ 

transactions must be appropriately recorded in addition to the p 

handling of the cash, securities, and merchandise. In it cording 

actions errors may occur without any fraudulent intent. Furthermore, 
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fraudulent conversion of the physical assets may be concealed by a maninu- 
ation of the records. The systems, procedures, and records must be 1 so 
designed and operated that errors will he eliminated, or at least reduced to 
a minimum, and that fraud will be prevented or easily detected before it 
assumes major p.oportions. It should be stressed, however, that no matter 

how perfect the system of internal check, there is still a need for insuring 
through fidelity bonds, the integrity of the employees 

The following list indicates the items that require internal checking, with 

due allowance for the various types of business operations to which they 
may be applied: } 


Inventories 

In a trading business firm, merchandise and supplies inventories 
In a manufacturing business 

Raw materials inventories 

Supplies inventories 

Work in process of being manufactured 
Finished goods available for sale 

In either a manufacturing or trading business, inventories in branches 
Expenses" " ^ ] ° Catlons such as warehouses, shipping centers, etc. 

Manufacturing expenses 
Selling expenses 
Administrative expenses 
Financial and other expenses 
Branch-house expenses 
Payrolls 

Factory payrolls 
Office payrolls 
Sales-force payrolls 
Branch-office payrolls 
Gash 


Cash receipts and deposits 
Cash disbursements 
Petty-cash disbursements 

Branch-house cash receipts and disbursements 
Gash reconciliations 
Special assets 
Notes receivable 

Securities and investments owned 
Capital stock certificates 


Although this list is not complete, it is indicative of the 
which are involved. Other items may be added. It should 


variety of items 
be noted, how- 
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over, that in many ways some of these items overlap. The handling of notes 
receivable or securities mav involve the receipt of cash or its disbursement. 
Payrolls and expenses involve the item of cash. Inventories may involve the 
receipt or expenditure of cash. Ultimately, all internal control involves cash 
or its equivalent physical asset such as merchandise, equipment, securities, 
etc. This fact must be carefully studied and understood to avoid the confu¬ 
sion arising from the overlapping and interrelation of business transactions. 

2. Phases of internal control 

What constitutes a properly coordinated system of business operations? 

Satisfactory internal control results from a properly coordinated system. It 
is commonly referred to as efficiency in business operations. Such a system 
must not only protect the assets of the business firm and record its operations 
accurately, but it must achieve these results through quick, accurate, low-cost 
procedures which have been carefully developed and standardized. Actually 
it covers the entire picture of business operations. A properly coordinated 
system is made up of the following: 

0 


Element of the system 


Organization 


Forms and records 


Operating routines 


Reports 


Description 

A series of organization charts which indicates the segre¬ 
gation of various business activities. The major charts 
must be subdivided to indicate the line of authority and 
responsibility. In some instances this may require job 
analyses and descriptions. 

The use of carefully designed forms and records so that 
all transactions mav be promptly and accurately re¬ 
corded and controlled. The use of mechanical devices 
to expedite the work, reduce its monotony, and permit 
verification of all work as it is done. A series of jour¬ 
nals, ledgers, and other accounting records so that a 
sufficient number of employees may be used m the 
work to avoid delays and bottlenecks in the recording 

of the business transactions. 

.A series of job descriptions, flow charts, and manuals o 
procedure, so that the work will not only be completed 
correctly, but will be repeatedly done in the same uni¬ 
form manner. There must be one best method ot re¬ 
cording and completing each business transaction, an 
this must be uniformly followed to prevent error and 
to permit prompt verification and control. 

.A minimum number of reports are a necessary part ot the 
system of every business firm. The larger the business 
organization, the more important these reports become 
for top-management control. Among these repo 

would be— 

Budgets and comparisons with the actual ope 
Periodic financial operating reports such as the profit 
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Desert pf ion 


and-loss and balance-sheet statements, departmen¬ 
talized if necessary. 

Statistical analyses of the financial and operating 

Manufacturing-costs data if the firm is engaged in 
activities that require their preparation. 

Organization as a phase of internal control. Organization of business 

actmtics is best indicated by means of organization charts. Organization 

should be indicated in three major types of charts: (1) the entire omani- 

zation, (2) top management, and (3) divisional organization. These charts 

should be functionalized and should show the line of authority Different 

firms have different ideas of the type of organization. Some use the line- 

and-staff arrangement; others follow an independent departmentalized 

arrangement. Part of the plan of organization should emphasize these prin- 
ciples of internal control: r 

Have more than one person involved in the completion and recording of 
every business transaction. This provides a check on the accuracy of 
the work, thus reducing the possibility of error 

Have the handling of the physical asset—that is, the cash, equipment or 
merchandise—separate and distinct from the recording. For example 
the actual receipt of the cash by the cashier requires that some other 
person maintain the cash receipts records. This prevents the manipu¬ 
lation of the records to cover up defalcations, unless there is collusion 
between the parties 

Have as much of the work as possible performed with the use of office 
machines or appliances, which maintain some mechanical means of 
proving or checking the accuracy of the work as it is being completed 

In the following pages, the phases of organization by means of charts are 

illustrated. Each illustration will be discussed accordingly. Chart 1 repre- 

sents the complete organization of a manufacturing concern, with emphasis 

on the top-management personnel and the type of work that comes under 

the control and supervision of each major executive. Charts 2 and 3 show a 

more detailed analysis of the personnel and records of the accounting or 

controller s department and the treasurer’s office, since these two are most 

closely involved m internal check. A fourth chart is given to illustrate the 

division of the administrative duties of a smaller firm engaged in the men’s 
iurnishings retail business. 

I , 7 , e "? of P rinted ^rms as a phase of Internal control. Forms have been 
labeled the silent partners of business, because they are used in so much of 

the work. Among the many forms used are purchase requisitions, purchase 
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Charf 2. Organlzaflon chart of the controller’s office. 


Treasurer 


Credit 

Management 


Cashiers 


Listings of 

(a) Cash collections 

(b) Cash payments 


0 

Financing 

Division 


Cosh Journals 
and 

Bookkeepers 


Income and other 
taxes division 


Office 

Management 


Insurance 

Division 


Chart 3. Organiation chart of the treasurer’s office. 

orders purchase invoices, vouchers, sales orders, sales invoices, time cards 
payroll sheets, and many others. By using manifold copies, time is saved in 
preparing records which require identical information. However there are 

such'as— — ° nS WHy PrimCd f ° rmS are 3 neCCSSary Pan ° f business P-cedure, 

Information which must be recorded repeatedly on each form may be 

printed, thus saving the time required in recording it. The numbering 
of forms consecutively is but one illustration 8 mbering 

All information which must be recorded will be properly indicated thus 
d.minating the possibility of its omission. Space must be provided 
the forms for dates, signatures, listing of items, etc. 

The placing of the information will be standardized. The numbers dates 

Items, signatures, etc., will always appear in the same position on a seJ 
of forms, thus saving time in checking 

The use of forms follows the management principle of “Put it in writing ” 
This places responsibility and reduces the possibility of error 

y be;Tp g ar°e r d mS ^ ** of copies wil, always 

By using differently colored paper for each 

to which person or department the form is fo be sem! If forms'are 
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PHASES OF INTERNAL CONTROL 

Sec. I 7 

mi'irk-K 1 r ’ n tHC "' r ° ng de P artmcl “> color of tl.c paper will 

quickl) bring this matter to the attention of the employees 

he number of cop.es to be prepared for each form must be kept to a 

The numbT’ 777 ** f Sufficient to ex P edite business transactions 

avoid ! 1 different forms to be used must be kept to a minimum to 

avoid developing too much “red tape” 

Flow charts should be used to indicate the various operations and depart 
nients though which each form must travel. These charts should jindi- 

internal checking and 

i !. re estab] * sh ed. These charts must also indicate at what places 
the handling of the physical asset and the recording of data concernine 

the / aSS ^ ‘ ake 57’ thUS establisbin g internal control by segregating 
the handling and the recording of valuable assets S S ° 

Operating routines as a phase of internal control. Closely allied with forms 
and records are the development and improvement of operating routines 
hese routines may be described by words, diagrams, or flow charts These 
ioutines represent the nervous system of a business enterprise. These routines 

™ ,o, C ct V h' oTS, foiw, h „™ aj “ b ™”“ Th “ ™ * - 1- 

Purchase of merchandise or raw material 
Sale of merchandise 

Manufacture of a finished product 
Preparation of payrolls 
Cost accounting 

Maintenance of plant and equipment 

Each of these may be further subdivided into routines for the various phases 

rL ma a v C bl 1 mad ^ ‘ b <= P-hase oflt 

,«! ■ f UP ° rOUtmCS f ° r (1) P urcbase and receipt of material 

(2) storing of material, (3) payment for material, and (4) issuance of 

material The routine of the sale of merchandise may be subdivided Into 

out.nes for (1) ordering the merchandise, (2) shipping the merchandise 

and (3) receiving payment for the merchandise. And this same analysis 

procedure must be followed for each of the other important busings Uansac 

Wthcc t° CCUr ' , SO ' nCtI k CS manUaIS ° f pr ° CCdule arc written up describ¬ 
ing the exact procedure to be followed for each transaction. All th s empha 

sizes the fact that where transactions occur repeatedly, a definite and 

uniform procedure must be followed to prevent errors and by permitting 

- *** •» l „.z 

bmee so many of these systems and routines involve the use of printed 
reC ° ldS> U 15 necessar y to determine answers to the following ques- 
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ti„ns in preparing the routines, or in analyzing them from the viewpoint of 
internal control: 

What forms arc necessary for the routine? 

How many copies are to be prepared? 

Who is to prepare the forms? 

By whom are the forms to be checked, verified, or aPP roved , d? 

To what department or to whom are the various forms to be dcl.ve . 

Which of these accounting records arc afTcctcd by t ic orms. 

Journals? 

Ledgers? 

Accounts? 

What' mechanic a 1 devices are to he used in preparing, sorting, or verifying 

the information shown on the forms? 

In what way do these forms serve as internal check or control over 

physical assets, or in recording liabilities? 

The use of reports as a phase of Internal control. As the size of a business 

organization increases, the number of employees will usually increa** 
in l. Top management gets further and further away from the actual bus, 

ness operations. To maintain a certain amount of control, top managemen 
i: t °Ein reports regularly. This internal control will be exercised fir, 
through the use of weekly or monthly and cumulative vear-to-date income 
,nd profit-and-loss statements. However, these arc not sufficient. Then 

must be accounting and statistical reports which indl f J‘J 

conditions and facts. Among these management will find useful rep ■ 

which present data relating to— 

Sales analysis by products, departments, or territories 
Corresponding sales returns and allowance analyses 
Merchandise-inventory turnover, supplemented by ratio of cost o 

CaTh'receipt’s iind deposits for the week or month, and sometimes daily 

Cash disbursements . mcn t 

Analysis of accounts receivable-amounts, state of delinquency in paymen 

internal auditor’s reports of work done and errors discovered 

Ifowever, these reports will not serve directly in control, but rather indirectly 
For example, if the reports of the sales department indicate a e a Y 
fixed amount of sales, but the amount of returns or allowances . 
management must investigate to be sure that fraud is not one of the caw- 
Similarly, if sales are increasing, but the cash deposits arc not cha g g 
are decreasing, prompt managerial investigation ,s necessary. 
receiving and studying reports that the danger signs of errors or frau 
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discovered In- n,,n^„ lrnt . Therefore ,| le use of managerial reports is an 
■mporl.n, phase nf the internal rontro| of b „ sjnp „ R P ° rt ' "" 

Applied internal control systems It ;, lc # 

Of “double chccki„g X ' e, tha t t 1 s TTJ C ° m ''° ] " 3CC ° mplished b V * ^yste.n 

properties, and another the records; or TAhZis noT" 

than one person employed in handling and recordin^eachbus - 

tion, thus devising a system of “checkin. ”n f. S transac ‘ 

remembered in stLyin^ the descn“^d iT^ZlsZTZ'ln for 
the most common types of business transactions: V 

A coordinated system 

bSTSiSS! ” ' h “' ,h,n ~ <*“» “ involved i„ mil 


1. 

2 . 


Inventories 

Expenses 

Payrolls 

Cash 

Special assets 


3. Internal control of inventories 

mines the TepT^ fo^a" deter " 

;z:r iz,T“ rmg “ n,p * ny - ~ 

•t r;r 1 — 

I he merchandise and suddKp* inwntArk. c inventories. 

cern (retail, wholesale, or department-store establishmen^affecrthTfoHo ’ 
,n g departments, whose activities tend to check each other: 

Purchasing department 

Receiving department 

Selling and shipping departments 

Accounting department: accounts payable for purchases 
Accounting department: accounts receivable for sales 
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The nature of the interna, check for 

tories lor a nomndustnal bo a sma „ retail firm, a chain of 

type of bus,ness organ,/.a • 1 tmcnt store. However, in general, the 

retail outlets, a wholesaler, 1 d the proccc l U re 

principles of internal check are essent.ally the same, 

might be described as foll ™ s , where the busin ess is too small to have 

Purchasing-department procedu . nersonally approves the 

a purchasing department, the owner or lf he is thoroughly 

purchase orders for mere nan isc o information need 

familiar with the stock of mcrchand.se on hand, no ^ ^ ^ ^ ^ 

be furnished as authority for p acm o ^ in touch with the stock of 

sometimes happens, the manager is not closelythere is a 
merchandise on hand, he should require some form o^P ^ exam- 

nerd ,he merchandise before ^,„e mnferi.l 

chasing department places an order wi ■ P f the manager of the 

a properly prepared purchase request or req - ^ ^ ^ com petitive corn- 

store or department requiring t e ,nl ‘™ for pricc quotations on 

modity, the purchasing agent »i when the vendor has 

the merchandise wanted before placing the o ^ ^ ^ ^ 

^:;:= ”.:r ;::r t * . 

responsible executive. department is responsible for the 

Receiving-department procedure. Tins departm t ^ The 

physical handling of the merchandise or ere > ' rcccivc d. He must 

receiving clerk is rcpomble for eheekmg q • On *c 

drseripfion L. be |vcn indienfing 

or delivery charges if there are am, o with the merchandise 
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entries on the perpetual inventory cards, if such a record is maintained, it 
provides for a check or reconciliation of the merchandise purchased and 
paid for, with the merchandise on hand in the stockroom. The principal 
re to be kept in mind m connection with an internal check within the 
receiving department is that the receiving clerk should not have access to 
e purchase requisition or to the purchase-order records. This will make it 
absolutely necessary for the receiving clerks to count, weigh, or measure each 

received :mcrchand,se '- thus cnsunn s Payment only for the quantity actually 

Accounting-department procedure for the accounts payable. Where the 
business does not use a voucher system, the receiving report is sent to the 

with U the" Pay d ’ ° n ° f the aCf ° Un,in " department for comparison 
with the vendor s invoice. However, before the vendor’s invoice is sent to 

the accounts-payable department, the purchasing agent must approve the 

Caw I- 0 " " be i g in „ agreen ' ent " hh tHe P-es. The account 

payable division verifies all extensions and totals on the invoice, before mak¬ 
ing entries m the purchase journals. If there are any discrepancies in the 
quantities received as compared with the quantities ordered, or in the prices 
the invoices must be held up until proper adjustments have been made ’ 
Most firms today, however, use a voucher system, because it provides a 
more satisfactory method of tracing all payments made. If no discrepancies 
exist between the receiving report and the vendor’s invoice, the invoice is 

approved, and the voucher therefor is prepared, entered in the voucher 
register, and placed in a tickler file for future payment. 

The chief factor to be remembered in maintaining the internal check 
within the accounts-payable division of the accounting department is that 
no invoice should be approved for payment unless management has first 
made sure that the merchandise has actually been received in good con- 

ovl e r ' ,lp . pln *-? e P° rtm T ent Pr ° cedure f ° r "obtaining internal control 

ZT h .f r ' nVent ° r,eS - Internal contr °l of the purchasing activities is 
only half the inventory control. The merchandise must be sold, and this 

decreases the inventory on hand. In establishing a system of internal comrol 

foi all merchandise sold, every precaution must be taken so that— 

Th shi”p e ed ChandiSe aCtUa ' ly bil ' ed " thC merch -dise that is packed and 
The proper prices are charged for the merchandise sold 

accoum ntmS reCO,dS Sh ° W emrieS f ° r 3,1 SalPS ’ for cash or on 

When listed in this fashion, it does not seem to be a very difficult task 

-* - *•"“ ™ - ***** »hf„“L t» 
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ion, .1 .«« i» inventory doe ,0 lack of control arc con.idcred. 
Each of these occurred within recent years. 

In one store, because of lack of control, employees were able to sh'P out 

Store, without anyone’s ever making a record or charge■ therefor^ ^ # 

More than $50,000 worth of liquor was shippedIf tom .n , _ > f 

period of 2 years, without any entries or charges, because of lack of 

than $20,000 worth of merchandise 

And in cad, of there firm,, management rhoctld ha.e known better and 

ir—.- - ^ ~ 

or , taken over the telephone. Thi, order mu,, be .ppm£»“ J ' d “ 
department, u.u.ll, b, having a cop, of the otdc, ,^,Z^ 

™mhS™% k^t “Z'ret ofimSk ,, prepared in the MU* 
de nrrtrnen,. The Up* of .here invoice, would rerve the ear,on. depart 
ments in a procedure which might be described as follows. 

One copy of the invoice is sent to the stockroom, authorizing the release to 
the shipping department of the merchandise described thereon 
ato server L the barir of oniric, on the perpetual u.ventor, o, rtoek 

oZXrZS* »* i i , i»"« *vr?£>?!T& p ^s t 

shipping of the merchandise. I hus it acts as . b 

merchandise received from the stockroom which 

\ shipping report is made in the shipping department a cop> 

is sen to the hilling department, thus authorizing the mailing f 
rlinal copy of the invoice to the customer. Another copy is sent to 
^hfaccoZug depart,,,ent for entry in the sales journal and the cus¬ 
tomer's ledger , , 

Thus there is developed a system whereby the various departments ch 

each other, and also whereby the physical handling of the mereha,td«- 
,he actual entries for the sales are segregated. 1 lus type ot P rocem “ 
particularly good for wholesalers. Sometimes the hrm is not large u o 
to segregate the stockroom and the shipping department. 1 lus organa 
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r dU 7 "' r a " ,ni,nt of rhrrk ,nrl increases (hr loss thnft an ^ 

sion between the sales fleck? VX ^ the P ossibilit y of coliu- 

examine the .merchandise 

on the merchandise. A check list of the for . l tbe I :>r,ce fa S 

be used in the internal control of merchandise ho V? f nUmber of co P ies to 
type of business is given herewith: ° Ug 1 f ° r 3 nlerchar >dising 


Cheek-lisf Outlfit. of Forms and Departments for Internal Control of 
Merchand.se Inventory for a Merchandising Type of Business 


Forms to be used 

Merchandise stock cards or inventory sheets. On 

these cards a maximum and minimum quantity 

to be kept on hand is indicated. When quantity 

approaches the minimum the stock-control clerk 

prepares a purchase requisition in duplicate. If 

merchandise has not previously been bought, the 

manager of the department in which it is to be 

sold authorizes the preparation of the requisition. 

Purchase requisitions (two copies). One copy is 

kept in file in stock-control department and the 

second is sent to the purchasing department for 
its action. 

Request for price quotations (two copies). One 
copy is kept by the purchasing department and 
e second is sent to each prospective vendor. 
Purchase order (at least four copies). One copy Is 
kept by purchasing department, one is sent to 

!^k e * nd ° r ’ ° n ? gOCS l ° the receivi "g department 
so that it may know what merchandise to expect 

and one is sent to the stock control department so 

that it may know the merchandise has been 

Receiving list or report (at least three copies). One 
copy is kept m the receiving department, one is 
sent with the merchandise to the stock-control 
department, and one is sent to the purchasing 
department for comparison with the purchase 
order and the invoice when it is received. 
Vendors invoice (one copy). First sent to the pur¬ 
chasing department for their O.K. of the tvne 
quantity and price of merchandise, and then 

departmen t° V ° UChCr » hC -Anting 

ChtC . k { ° n f C i Py) - Prc P ared in the cash- 

lo the vendor^ ‘ reaSUref ’ S ° ffice a " d «»* 


Departments affected 

Inventory or stock-control ch 
partment. 


Stock-control and purchasing 
departments. 


Purchasing department. 

Purchasing, receiving, and stock 
control departments. 


Receiving, stock-control, and 
purchasing departments. 


Purchasing and accounting de 
partments. 


Cashier’s department. 
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Departrnents affected 

Order, inventory-control, ship¬ 
ping, and accounting depart¬ 
ments. 


Sales, packing and shipping, ac 
counting, and inventory-con 
trol departments. 


Billing and accounting depart¬ 


ments. 
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A second phase of the internal control of merchandise inventory for a 
merchandising type of business relates to the issuance or sale of the mer¬ 
chandise. A check list for this second phase follows: 

Forms to be used 

Sale* orders. If the firm sells merchandise in large 
volume, these are prepared in at least four copies: 
one is kept by the orde, department, one is sent 
to the inventory-control department author ,/mit 
the release of merchandise to the shipping de¬ 
partment, one is sent to the shipping department, 
and one goes to the accounting department so 
that it may prepare the customer's invoice 

Cad 1 sales, charge sales, and c.o.d. sales slips 
the merchandise is in smaller volume, either 
taken bv customer or delivered to him, four cop¬ 
ies are prepared: one goes with goods to packing 
and shipping department, one is sent to the m- 
ventors -control department, one goes to the ac¬ 
counting department, and one is kept by the 

salesclerk. ( . 

Customer's invoice or monthly statement. If tlu 

sales slip is not treated as an invoice, then a sep¬ 
arate invoice is made out at time of sale or a 
monthlv statement is sent out. 1 he former is 
prepared in the billing department: one copy 
goes to the accounting department for sales rec¬ 
ord, and one is mailed to the customer 1 he lat¬ 
ter is prepared in the accounting department 

which retains one copv. 

Customer's credit memorandum. I his is used 
when merchandise is returned bv a customer. 

One copy is sent to the customer, one is sent to 
the accounting department, one goes to the in¬ 
ventory-control department for its record on the 
stock cards, and one is kept in the billing depart¬ 
ment where the credit memo is prepare d. 

In using both those check lists, it should be noted that the handling the 

recording, and eventually the payment for merchandise aie sc ? rc S ^ 
that no one person is in complete charge of all the work, preventing loss 

except bv collusion. ^ ,. n „. 

Internal control of inventories for a manufacture concern For a 
factoring concern, the inventory control affects not only finished or salable 
materials, but also raw materials and supplies used m manufacturing 
the work in the process of being produced. In many ways, the 
control principled practices are similar to those used for a ^ or 
merchandising firm. The principles of internal check mvoK e a^V ^ 

accurate stores keeping, proper purchasing, adequate contrr a fi ^ 

„f the receipt of the material before payment, and a caielul s>sUt 
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drawing stores for use in production. A check list which T n I 

: imCrnal COntr °' ° f — involve alwe^ 

Stores-control Check List for a Manufacturing Concern 

S to^ inventn k :r ? r ^ ** ™-eria.s and supplies inven- 

IS stockTin reCOrd ° f every item carried in 

"' i0m Pl “ Cd "‘ h department in a 

r ivcd “ mi ° ,d *»*■* ^ .he 

h StSUJrE: si s? 3£F T 

Has procedure been established so that nothing will be issued fro ,h 

storeroom without first h^vinrr ^ ° De lssucd irom the 

requisition? *' P ro P er > prepared and authorized 

Has procedure been established so that each stores item issued ,u 

requisition is properly priced and accurately extended ^ 

To set up a system of properly controlling work-in-process invent 

Non must be given to the work and records of the manufacturing d ^ ^ 

on one hand and the cost-accounting department on the other ePartmem 

of the C T anUfaCtUnng de P artment = the materials which make up the cost 
of the work in process are used, workers whose wages are part of rh!- . i 

process are supervised and directed, and certain manufacturing 

incurred. In this department it is necessary to hi 

X*rn™T ialS are h aCtU H 1,y U$ed; S ° tHat the —keractu- 

ail y earn the wages charged to the cost of manufacturing- and so that rh 

zzzzrrss ry a* 

following ln the COntrGl ° f the WOrk ' in ' prOCeSS * nven tories would cover*the 

Work-in-process Control Check List for the Manufacturing Department 

Have all the stores requisitions prepared by the shop foreman or the plan 

n g department been charged to the work-in-process inventory account? 

Have proper time tickets for charging the workers’ earnings to the various 

tems being manufactured been prepared and recorded" in the work in" 
process inventory accounts? In " 
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'h,, a Charge for the manufacturing expend or overhead been made for 

to* b- -.dedeTCZ'wL i. 

U this charge a reasonable amount constder.ng the fact that the 
still incomplete? 

The cost-accounting department is responsible for recording and summanz- 
i the charges made in the manufacturing department, It » the func ton of 
this department, as part of the process of internal check, to compute nd 
summarize the material requisitions, the labor-time t.ckets and ‘he "tanufac- 
turinc expense charges, and record these on cost-summary sheets. If the 
firm is using a job-order cost system, the entries are made on the job-order 
cost sheet- if on a departmental or continuous-process cost system, then th 
entries will be made on a departmental or summary cost-o -production 
report. In a check list of the work of this department, the followmg ques- 

tinns must he considered: 

Work-in-process Control Check List for the Cost-accounting Department 

Have proper job-order or process-cos,-of-production summary sheets 

used to summarize the work-in-process charges^ 

Are all entries thereon verified before being recorded to be sure that 
are !n agreement with the work in the manufacture department? 

Arc the entries up to date? . . 

The third tvpe of inventory of a manufacturing concern requiring some 

fonn'oMnterrr'd control is the finished goods. The objective of thein ter a 

d.ock i, ,o l». surr to ,1! .hr to. £ 

stockroom, and that all issues are properly accounted for. he * 

series of questions which should be checked in setting up a system of internal 

control for finished-goods inventories. 

Check List for Finished-goods Inventory Control 

Have all the units completed in the factory been transferred to the 

If Xs^units must be sent out to salesrooms or warehouses, have daily or 

weekly reports been made of the number of units thus slnppc . 

Have the unit costs been computed and properly recorded for all units 
finished and received in the stockroom? Are these unit costs reasonabK 
Have the proper unit costs been used in charging the shipments of finished 

units to salesrooms or warehouses? j n ma | n . 

Has a detailed finished-goods ledger been established and! . 

tainin" a quantitv and value control over the finishe go t i irou gh 

Has the perpetual finished-goods inventory been verified regularly throng 

a physical count of ciuantitv on hand? nerpetual 

Have finished-goods control accounts been set up to check on th l 

finished-goods inventory'? 
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Internal control of branch-house inventories. For some concerns the 
amount of inventory located in various branches or warehouses is large For 
these firms, the problem of internal control is important. If the branch man 
ager is permitted to purchase merchandise for his own branch. the^problem 
nternal control is more important and more involved than if the ship 

ZZ T thC h ° me ° f thC finn - Whcrc thc Purchases are made 

y the branch managers, the internal control set up must furnish answers to 

the questions on the following check list: 

Check List for Branch-house Inventory Control 

Are copies of all purchase orders sent to the home office p 

t a he CO h P om 0 e f office r r CiVinS "P 0 " °" a " mcrcha " di - thus ordered sent to 

D 'receiving reports^ CC CarCfU ' C ° m > Jaris0ns of thc -decs and the 

ofThe e b?a C nc k hr ri ° diCalIy ***“' ^ 

A dise^ Sa ' eS dCketS ° r inV ° iCCS made f ° r CaCh shi P ,nent of ‘he merchan- 

Does the home office receive copies of these sales slips, and reconcile the 
shipments with the inventory on hand? 

Does the branch maintain a perpetual inventory record for all merchan¬ 
dise received and shipped? Is this a quantity inventory (aH that is 
necessary, m most instances), or a quantity-and-price inventory? 

Merchandise frauds that might be eliminated by internal control. Although 
the purpose of internal control is primarily the prevention of fraud it should 
no be assumed that that is the sole purpose of this mana^eriai device 
nternal control also serves the purpose of detecting and thereby eliminating 
unintentional errors and mistakes. The errors can be forgiven if they are no! 
repeated; the frauds are never forgiven and must be detected 

The following is a list of the frauds (these relate to merchandise and stocks 
that may be eliminated by a good system of internal control : 

Frauds caused by lack of investigation of the character references and 
experience history of employees. Both these arc required by most bond 
ing companies before insuring the honesty and integrity of employees 
(One large leather-goods dealer on Madison Avenue, New York hired 
a bookkeeper from Hartford, Conn., without inveltigadng her pas! 

record In one year she “milked” the company of a total of $30 000 
S She" had |J 'had r ^1° ^ ^ he " ou,d have discovered 

commuted 1 icfde) ‘ “ her P°^on. The owner 

Frauds arising from— 

Manipulating the accounts. This is possible only when one person is 
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given sole charge of all records. It results in embezzlement and 

fraudulent conversion of all types of assets 
Having “fake” purchases entered on the books, and when paid having 

the cash or part of it returned to the employees involved 
Having “overstated” invoices for purchases approved by certain em¬ 
ployees and when the invoice is paid, having the employee receive 

his “kickback” from the vendor . , , 

Having merchandise received, counted, checked, and acknowledged , 

and then immediately taken back by the shipper or_h,sit™*.nan 

Having inferior quality material received, and pa d for 4t P n “ 
higher quality material, and then having the resultant kickback 

HaZ^matoria, recorded on the receiving reports, even though it has 

Having incorrect ^'overstated freight bills paid for from petty cash 
Having fictitious inventory records kept (McKesson & Robbins case) 
Making payments for merchandise returned, even though it has never 
been received (R. H. Macy & Co., 1949. $60,000 in electrical goods 

department) 

17rrai-ilr»vpp thefts from warehouses 

Shipping merchandise without charging or recording it to any cus- 

Theft"o'f ^mmufiacturcd goods before they have been placed in the stock- 
room 

Conversion of stock by branch managers 

4. Internal control of expenses 

Classification of business expenses. For most business concerns, the him- 

JZH m, bo K roo,„,.a -or CO,an headings. 1, 

the expenses be properly grouped so that they may be controlled, 
classification of expenses for a manufacturing concern would be- - 

Manufacturing expenses 
Selling expenses 
Administrative expe nses 
Financial management expenses 

For a large department store, the expenses would be grouped as follows: 
Direct selling expenses 

Advertising and salcs-promotion expenses 
Buying expenses 

Stock-control expenses, stores and warehousing 

Delivery expenses 
Administrative expenses 
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Credit and collection expenses 

Financial expenses 

Internal control of expenses is established in several ways: (1) by the use 
of budgets; (2) by the proper record of actual expenses incurred, so that 
comparisons with the budgets will establish a reliable control; (3) by the 
control of all payments for expenses to be sure that they are genuine, not 
inflated; and (4) by attempts to reduce or to keep down the amount of each 
expense incurred. To understand how each of these is achieved, the pro¬ 
cedures under each type of expenses is outlined. 

Internal check for manufacturing expenses. One of the first methods of 
setting up internal check or control of expenses in a factory is the prepara¬ 
tion by each department of a budget of its manufacturing expenses The 
purpose of this budget is (1) to focus the attention of each department on 
the estimated amount of the expenses for that department, and (2) to make 
some comparison of the actual expenses with the estimated. The control is 
established in the comparison. By making each department estimate its 
expenses and then checking on each department’s performance by compari¬ 
son with the actual, a definite control is established because the department 
must account for the variation or difference. The most effective control is 
established by means of monthly comparisons of estimated expenses with the 
actual expenses. To illustrate this control, see the actual and the budgeted 
manufacturing expenses of a department below. 



CONTROLLABLE EXPENSE REPORT 

Drill Press Department 
90% Operating Capacity 


For the Month of March, 19 


C. J. Norman Foreman 


Expense 

Actual 

This 

Month 

Budget 

This 

Month 

DifTerence for 
Month Be¬ 
tween Actual 
& Budget 

Actual 
Year 
to Date 

Budget 
Year 
to Date 

Light & Power . . 
Indirect Labor . . 
Supplies. 

$150.00 

210.00 

85.00 

90.00 

50.00 

$160.00 

230.00 

100.00 

100.00 

70.00 

-$10.00 
- 20.00 

- 15.00 

— 10.00 
- 20.00 

$550.00 

700.00 

200.00 

300.00 

220.00 

$610.00 
. 600.00 
240.00 
160.00 
150.00 

Repairs. 

Spoilage. 

Total . 

$585.00 

$660.00 

-$75.00 

$1,970.00 

$1,760.00 
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The second method of setting up a control of the expenses of a manufac¬ 
turing concern is a system which will rest.lt in a proper record of actual 
expenses incurred. For the manufacturing department, this is achieved by 

the following suggested procedures: 

Toolroom expenses: Ml small tools such as chisels, hammers, etc., not in 
constant uL should he kept in a central toolroom. W hen a tool is is. ue , 
the workman must leave 1 metal check with his number printed thereon. 

which is substituted for the tool until it is returned to thc 
tools in constant use. the workman is given one issue, and before ad 
t ion a I issues are made, the worn-out tools must be returned A n w 
issue for a worn-out tool is usually approved by the departmental forc- 

Freight and delivery charts: These should usually be charged to the ac 
count for which incurred. Copies of incoming freight bills should 

attached to the invoices for supplies for which incurred 
S7 , op and laclory supplies: These are controlled through the inventors 
records and are issued only upon properly approved requisitions 
Indirect-labor rl, arses: All employees placed in this category- should 
identified by number, and their presence in the factory verified by 

such expenses should be appmved 

by the superintendent or some departmental executive. Invoice fo 
such payments must be given by the superintendent to the vouche 

payments clerk 

For the selling expenses, it is necessary to set up an internal control as 
follows: 

Salesmen’s salaries must he approved by the sales manager before being 

forwarded to the payroll department 
Salesmen’s commissions must be computed and verified from the .a 

Traveling expenses: To avoid too much padding of this, many firms ■ 
either allow a flat rate or a maximum amount loi exp. nses • ‘ 

or week. It is not expected that this item be controlled too minutely 

it will destroy the morale of the employees. However, if no flatrateto 
maximum limit is set on the expenses, some control can be establish^ 
by comparing the amounts submitted as charges each week with 

publications and Wu„ fo Iraie and professional 

' organizations. Although these are legitimate business 

should be scrutinized or approved by the sales manager i(e 

before the voucher is prepared for them. In many concerns 
rules are laid down as to what organizations may be paid > 
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pa7~mo;'di;x d x'° bc ro "°" rf in j ° h ™» ’- d 

nal control .^mong thcsTuouldbe—^ 3 mcthod of inter - 

Telephone and telegraph expenses. Many firms place little or no restric 
non on the local calls. If it is desired to control these, the operator may' 
keep periodic checks on departmental calls, but since firms for tfTe most 
part use the automatic dial switchboard for local calls this control 
not only unnecessary but quite unreasonable. For long-distance call 
control seems more important. In manv concerns all L„^ ' 

th^ d C °‘ dC f d ^ the switchboard operator by departments. Monthly' 
hese departmental charges are submitted to the departmental head fo- 

a“ pTSnlr ~lT Tk" ""‘Tl ' hl “, 't Ch .nd no, 

t mU ,«* 

or the pouibility of theft, the cost of the control m.v be"L," r'tblnT 
savings effected. Therefore, control may best be establish’d h - Hc 
metered mail and having all other do^^p j ^ hed b y using 

issued by the office manafer P and SUm P ed enve!o P« 

Financial and other expenses. A third ~ 

appear under this heading. These expenses and the meXdTZf conlrol 
aic shown in the accompanying table. contiol 


Expenses 
Customers’ accounts charged off. 


Control of Financial and Other Expenses 


Sales discounts 


Method of control 

tsftnr - r* 

effect collection. * * ’ ha ' e bcen uscd *° 

All actual accounting entries made to write off the 
uncollectible customers' accounts must be made 
only upon written instructions from the treasurer 

Rates must be approved by the treasurer in coopera 
tion with the sales manager. coopeia- 

Reriodic reviews or test checks should be made b, 
the internal-auditing department to be sure the 
amounts and the realization of the discounts are 
correct and not used to cover up the rnm. 
of cash by employees. P C Conversi °n 
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Method of control 

k.pemes , oans or discounting of customers' notes must be 

Bunk .merest and discount. authori7 rd in writing by the treasurer. 

Payment of loans and notes payable must be ap- 
proved by the treasurer. 

All interest and discount computations must be 
verified. 

Expense frauds that can be eliminated by internal control. A good system 
of internal control can eliminate the follow.ng expense hands. 

Paving unreasonable amounts for traveling expenses 

missions . . w hich were not made or on 

Computing salesmens commissions on salt. 

2 = 55 . 

*=00 o, . 

week—caught after 10 weeks of success) 

3 ^<>«— 

£35 "IS— rrrsU - - 

delivery 


5. Internal control of payrolls 


One important phase of the entire problem of internal 

and control are listed below, together with the reasons for then 1 
in the matter of internal control: 

Departments Affected in Internal Control lor Payrolls 
n „ , , Mature and importance of department's work 

Timekeeping. . . .1 hTt^ on aTdcd “i^nc^teX; 

department should prevent payment of ">tys t 1 
employed. 
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Department Nature and importance of department's work 

. Cl putes and chp^ ^ W ° rk °/ th ° timekee P in S department. Com- 

comn»t~ ^curncv of work of timekeeping department, and 

muT be Jf rnm f Pay ? n ' taX deductions of workers. Controls 
must be set up to ensure that the workman actually receives the 

amount of money shown as earnings on the records. 

Arf ° Unting . S X,V ted [ nto ^ vouchers-payable division and the cash-pavments 

division. Controls cost and managerial analvses of payrolls. Main¬ 
tains income-tax records for employee earnings. 

"7 SyStem 7 !nternal COnUo1 h set “P f °' timekeeping department. 

establish f g,VCS a , C ° mprChCnsive list of the Procedures used to 

tabhsh a system of mtcrnal control so that the workers will not be fraud¬ 
ulently overpaid, and so that nonexisting employees will not he added to the 
payroll and their earnings taken by other employees. 

1. Selection of tfficienrnim^recording de Avoid con ‘ To1 established 

vices, which include "dividual ,17- °£ s rrOWd,n * at c »ecking-in- : ,nd-out 

rfcorders ’ s t^sio^"- pc T7 — 

supervision of time-clock punching. 


2. Each factory worker is given an iden¬ 
tification number and badge. 


3. 


Each morning and each afternoon, a 
time clerk must check the presence 
of each worker in the factory and 
record the necessary information in 
a time book. 


Faciliates supervision at chccking-in-and- 

out gates. 

Serves as identification within the factory 
when presence of workers is verified. 

This prevents one worker from punching 
the time card for another who may be 

It also verifies the departmental location 
of each worker. This is important if 
different departments have varying 
wage rates. 

It acts as a check against time cards or 
time sheets. 

4. The timekeeping department must be Prevents errors in handing out cards 

sure that there are enough time No one should be able to punch more thn 
clocks, located so that workers will one card. P " than 

be admitted with a minimum of 
delay. This department must also 
provide watchmen at each gate. 

5. It may be desirable to have the office 

workers sign a time book, thus keep¬ 
ing a record which may be used in 
the event that any questions are 
raised under the wages and hours 
laws. 

/nfeW control through the payroll department. One of the simplest meth¬ 
ods of defrauding a firm is through the payroll. Falsifying the time records 
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Provides written record of time actually 
worked. 

Psychologically encourages workers to be 
on time and not leave earlv. 
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and later, through collusion, improper payroll records may cost a firmi thorn 
sands of dollars. How then may a form of internal control be set p 
outline of the procedure which may be followed to create this internal check 

is listed: 

Intprnnl-check Procedure 


Procedure to be followed 

1. Comparison of time tickets received 

daily from each worker with the 
timekeeper’s time records and with 
time-clock records. 

2. Verification of earnings of each worker. 

3. Checking and approval of payroll sheet 

by paymaster. 

4. Preparation of payroll analysis-bills 

and coins required for payroll. 


5 Preparation of receipts of payment to 
he turned in by worker receiving 

payment. 


G. Distribution of pay envelopes by per¬ 
sons other than those responsible for 
preparation of the payroll. 

7 Use of bank checks wherever possible 
in making payment to workers. This 
is particularly true of office workers, 
and should be extended to the other 
workers if possible. 

8. All increases in pay rates must be in 
writing by a special officer. 


for the Payroll Department 

Internal control establishea 
Check and verification of each report to 
assure reliability of information and 
proof of worker’s presence. 

Double check on accuracy of computa¬ 
tions. 

Fixes responsibility for payroll of factory 
workers. 

Facilitates the preparation of pay enve¬ 
lopes, nnd acts as a check on accuracy 

of the payroll. 

Usually a stub attached to the envelope 
must be signed and turned in upon re¬ 
ceiving payroll. It is one of the best 
forms of internal check unless there is 
collusion between worker and payroll 
department. 

A form of internal check by having the 
accounting record and the physical 
handling of the cash segregated. 

\ check is a better form of receipt of pay¬ 
ment than the actual cash. The in¬ 
dorsement offers some chance for trac¬ 
ing payment, particularly if cashing ol 
checks is made through the bank offices 
rather than n check-cashing firm or 
some local bar or store. 

This avoids inflating payrolls. 


internal control of payrolls through the account,ng department Intern 

ntrol of payrolls is achieved in part through the segregat. 
n of the payrolls, the distribution of the cash or checks, and tier " 

the payrolls. It is with the third of these, namely, record,ng he payroll, 
at some degree of internal control is established. The account,ng pha 
e payroll work is composed of (1) preparation of payroll sheets from t ^ 
rds (2) computation of tax and other deductions, (. ) prepara 
iu cher L total pnyroll, (4) receding ol .be voucher In the v.uche, 
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Sec. I / 

register, and of the check in the check reeistpr f'i'i n .• 

SSf ,hr “ gh ■>; 



Internal Control of Payrolls through the Accounting Departmenl 

Internal control effected 


Procedure used in the accounting 

department 

Receipt in the payroll department 
from the employment department 
of employment notice and rate-of- 
pay authorization. 


Prevents anyone being put on 
without official notice. 
Approves the rate of pay. 


payroll 


2. Withholding-tax deduction form is 

sent to payroll department. 

3. Other deductions authorized on spe¬ 

cial forms sent to payroll depart¬ 
ment. 


Authorizes withholding-tax status. 

Puts in writing and fixes responsibility for 
all other deductions. 


4. Compares payroll sheets with time- 

clock cards or records. 

5. Compares time-clock cards with time- 

keeper’s morning and afternoon 
check of presence of workers. 


A form of internal check 
cnee of workers. 


to assure pres- 


Additional 


check on presence of workers. 


6. Makes analysis of denominations to 

be used in preparing payroll. 

7. Has pay envelopes prepared and filled 

by others than those who prepare 
time records. 


Ensures reliable filling of pay envelopes 
Segregation of payroll functions. 


8, If possible have workers paid by 

checks. 

9. Whether paid by cash or by check 

some form of receipt must be ob¬ 
tained. Pay envelope stubs may be 

used or a detailed statement on 
face of check. 


Ea ment t0 Verif> ' pa >' ment through indorse- 
mem. 

This acts as receipt of payment. 



Occasional payoffs to be made by 
auditors or others in rotation of 
personnel, especially if upa n- 

nounced. 


This provides a form of internal check 
and has a psychological effect on em- 

SL°tHh S r P T ible f ° r T >re P ar ation and 
distribution of payrolls. 
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Payroll frauds that can be eliminated by internal control. A good system 
of internal control can eliminate the following payroll frauds: 


Paving wages for nonexistent employees placed on payroll by dishonest 

managers or employees, who pocket the money 
Having employees "kick back” part of the wages which have been paid to 

them but which have not been earned by them 
Overpaving employees for time not actually worked 

Errors in computing payrolls so that workers get more than their earning. 

Pocketing unauthorized deductions from employees pay 

Deducting more than the necessary amount of taxes from the payroll and 

pocketing the difference 

Overstating the tax deductions in the records and pocketing the differ- 


enct's 


6. Internal control of cash 

The subject of internal control of cash must be subdivided into two dis¬ 
tinct vet closelv related phases-namely, (1) cash receipts and (2) cash 
payments Of all the internal checks provided in a business organization, 
that for cash is most important because of the temptation to take cash and the 
ease with which it might be taken without immediate discovery of its loss. 

eood psychological effect to discourage unauthorized taking of cash is 
established when the employees know that a reliable system ol internal con- 

trol and check is in operation. T i 

Internal control for cash receipts. From cash sales and c.o.d. sales. 1 

basic principle involved in this form of internal control is the segregation of 

the handling of the goods from the handling of the money. The steps to be 

followed in achieving this might be tabulated as follows: 

Internal Control for Cash Receipts from Cash and C.o.d. Sales 


Selling department 

All cash sales must be re¬ 
corded on prenumbered 
sales slips. 


Cashier's department 

Cash with copy of slip 
sent to central cashier's 
department. Deposit 
slip is prepared daily 
and a copy is sent to 
the bookkeeper. 


Bookkeeping and account¬ 
ing departments 

Total of cash-sales slips re¬ 
ceived from cashier s de¬ 
partment must be com¬ 
pared with bank deposits 
made. If in agreement, 
entries are made in cash- 
receipts journal. 


If sales slips are not in use, 
then all cash sales must 
be recorded on cash- 
register machine. 


If a central cashier is 
in charge of the cash- 
register machine, a for¬ 
mal cash-register re¬ 
ceipt must be given to 
each customer. 


Again, cash in the register 
must be checked against 
totals recorded and 
locked in machine total¬ 
izer, and then compared 
with bank deposits before 
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Selling department 


On c.o.d. sales, special sales 
slips are prepared, one 
copy going to the 
cashier’s department and 
the other to the shipping 
department. The ship¬ 
ping department prepares 
the drivers’ daily c.o.d. 
delivery report from the 
c.o.d. sales slips. Daily, 
cither the cash or the 
merchandise must be 
checked. Cash is deliv¬ 
ered to the cashier’s de¬ 
partment where it is 
checked against copies 
of c.o.d. sales slips. 


Cashier s department 


Daily cash turned in by 
drivers for c.o.d. sales 
is checked against c.o.d. 
sales slips or report from 
selling department. 

Deposit slip is prepared 
regularly and a copy of 
it is sent to bookkeeping 
or accounting depart¬ 
ment. 

Where feasible, rotation 
of personnel in the 
cashier’s department 
and the accounting de¬ 
partment may be a 
means of internal check. 


Bool, keeping and account¬ 
ing departments 

being entered in cash- 
receipts journal. 

Definite procedure should 
be established as to who 
is to make bank deposits 
and when they are to be 
made. 

Compares deposit slip with 
c.o.d. sales reported be¬ 
fore entering in cash-re¬ 
ceipts journal. It may be 
that this comparison is 
made simultaneously with 

that of the cash sales. 


CUStOTnerS mak c in Z on-account payments. The procedure followed 

mails. If the cus- 

eZTt Pay L aCCOUntS in CaSh and in perSOn ’ a formal receipt must be 
given to each customer, the duplicate of which must be so controlled as to 

S ™. „ done „ y h.olog peen.^beJd 

o“ UeSr" P “ P " ““ ' PeCi=l » <*«-* 

whm mo “ pa, “ m re “ v,d in ,he 

W '“ PO f!'' mail-opening operations should be performed by two or 

receipts ° ne ° Pening ’ and ° ne Countin S listing the cash 

Persons handling this kind of work should be bonded if thr> firm a 
.have a blanket bond covering all employees ’ doC# n ° l 

istmg of cash, money orders, checks, etc., received should be on a duoli 

and 6 theT 1 ’ 1 ° nC C ° Py rV h C3Sh being Sent t0 the cas hier’s department 
and the duplicate to the bookkeeping and accounting department On 

this listing should be shown: date of receipt name of s ZT 
Th“bo"ur °' ‘" h “ m “ney oider ^heck d ’ 

of em„e, tho casi-receip,, ,„ d , or JosJog iLe ct 
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tomnrs’ |f*dger. It is also user) hs a means of chocking on the deposits 
made bv the cashier 

Internal control for cash disbursements. Internal control for cash disburse¬ 
ments is just as important as that for cash receipts. Unauthorized conver¬ 
sion of cash is just as possible through false payments or through iccording 
the incorrect amounts as through the immediate conversion of cash receipts 
before they are actuallv recorded. Cash disbursements for payrolls have 
been discussed previously. Internal control for the disbursements for other 
transactions may be established as follows. 

All purchases of equipment or inventory, as well as the payroll previously 
indicated, must be attested to by a responsible executive before he 
accounting department uses the invoices, or bills, or payrolls in the 

A good system of internal control of cash payments presupposes the use 
of a voucher system, and the making of all payments except petty 

In'addhioftodte proper approval of the purchase or Payroll a definite 
routine of making the payments must be followed. This appro 
should not be given by the same person who authorized the purcha 

Where'"possible, all checks should be mailed to the creditor named in the 

All "paTdTnvoices and canceled checks must be kept for future refe^c 
Use of cash reconciliation of bank balance monthly as means of internal 
check. By having this made either by the external auditors, or by some¬ 
one in the controller’s office, it is possible to establish some degree 
internal control over cash and confirm the accuracy of the balances in 

the cash records 

Cash frauds that can be eliminated by internal control. A good system of 

internal control can eliminate the following cash frauds: 

• Tapping” accounts. ( This is discussed separately on page 625) 
“Juggling” accounts receivable bv not crediting a customer for a payment, 

and pocketing the amount involved 
“Fake” cash payments for sales returns and allowances 
Incorrect or false payments of freight and cartage hills 
Payment of wages to nonexistent employees 

Overpayment of wages to employees because of improper calculations, 

whether intentional or not . 

Payment to nonexistent creditors for merchandise never received 

Payment to existing creditors for merchandise never received 

Payment to creditors for incorrect invoices 

Payment to creditors for full amount of invoice, although a purcha. 
count should have been taken 
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Theft of cash received by mail from customers 
X heit of cash received by mail for cash purchases 
Taymg tor false petty-cash expenditures 

Discounting the firm’s notes without recording cash received 

T /] • ^ making any entries 

Inflating payments for various expenses 

Falsifying various cash expenditures 

7. Internal control of special assets 

sJuu P' OCedUle l describcd above summarize the internal control methods 

records andTnth fT Hr aCCUraC >' and h °"csty in the accounting 

ecords and in the handling of the physical assets and liabilities There are 

in tenter control ^ * 

he customer by using the cash received later from another customer This 
a continuous process and while it may ultimately be discovered it has been 
known to extend over a long period of time. For example in on^ large 

this manner ad asSOClat,01 T b >’ manipulating 17 depositors’ accounts in 
up as AS 3 PreCaUtl ° n ^ tWs -ntrols may be set 

In the^u r r handi ' ing business ’ have one person record the sales charges to 
he customers accounts, and another the credits for cash reecivcd^hc 

nfdfp 0 .: L b '' b >’ Ti kr b “‘ ,b ' b >- «« booklet' 

ng aepartment. This has already been indicated 

ofTash Infden ^ ^ USCd ’ with tbe handling 

comm h f de P“ lto ^ accounts segregated. More recently, recording 

commerce! deposits by means of locked machines in which control of 

audit sheets are used, together with a printed receipt of depof.t given 
the depositor, has proved effective ueposit D iven 

In indifamH bUS v! neSS ^ whicb cann °t afford the subdivision of activities 
indicated above, the use of an accounts-receivable ledger control ac 

count, and the issuance of detailed monthly statements to all customers 

acts as a means of safeguarding cash received from customers and 
reduces the possibility of “lapping” customers and 

to Ilf 0 ™ fi,mS ' s necessary to prevent the discounting of customers’ notes 
to obtam unrecorded cash. To achieve this, the handling of the notes should 

all r Cred ,U thC treasurer ’ s office > with a memorandum of the receipt of 
notes being sent to the customers’ ledger clerk for his entry. Thus any 
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internal or external audit must reveal the presence of the notes or the cash 

for securities owned must be carefully set up. This is es^ 
cially true if they are in the nature of temporary investments A detailed 
procedure for internal control of securit.es owned might include the fol- 

lowing: . 

Authority to purchase any securities must be set forth in the minutes of 

, he vSrtre^'ir, payment of these securities must clearly indicate 
the reference to the minutes of the board of directors under which it 

RecoTds^hould be set up counterchecking each other: in the accounting 
department, a posting to the securities account from the voucher .eg. - 
ter - in the treasurer’s office, a record of securities owned 
Securities should be deposited in the firm’s safe-deposit box kept in a bank. 

If p sible access to the box should always require the presence of two 
executives of the firm, whose names should be recorded m the minute 
of the board of directors, a copy of which has been transmitted to the 

bank’s safe-deposit stall 

S. Limitations of internal-control procedures 

In the foregoing pages, the procedures of internal control have been 
specifically ouflined. It should be remembered that even the best systems 
ineffectual against a clever person who through the authority of his po. 
Z* i hi, fraud, „r „ 1 i UW r„pn,.io„, Thi, wa, M » 
the now famous McKesson & Robbins case. Furthermore, shou d * 
remembered that the large majority of employees are by nature honest, a 
only when a loose or careless system of control is in force does temptation 
exert its greatest influence, starting with a small, insignificant, and unde¬ 
tected conversion, and later developing into a large, irreplaceable, and almat 
obvious fraud or loss. It must also be emphasized that most of theseTosseo 
frauds are discovered by mere chance or accident, not by any foolpro 
system of internal control, because of this many firms rely upon ~c 
and bonding procedures to protect then, from such losses. he 
and bonding companies usually examine the nature of internal con ro.s and 

external audits so that changes may be made to .educe t e poss 
loss. This in itself is desirable, though it may be more expensive than some 
business firms feel they can pay. Therefore, the lies, suggestion tK t c 
be offered to the businessman is that a reasonably sound ^ • ^1 
control will ■ educe to a minimum, by means ol Us psychologic/ > 

employees, the possibility of the honest employees (who constitute d j 

Uy intentionally converting the firm’s property to their own illegal use. 
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HOW TO CONTROL BUSINESS 

PAPER WORK 


7. Convert your paper work to working papers 

Why do forms need to be controlled? 

Forms arc the beginning of records. Records are the beginning of files 

Files cost money and take up space. Space means more money added to 

the cost of doing business. Control your forms and you control costs. 

What s more, you make a start toward converting paper work to work¬ 
ing papers 

Forms take clerical work to fill in, handle, process, and file. Clerical costs 

are a real expense in business. Simplify your office work through forms 

control, and you take another stride toward the conversion of paper 
work to working papers ^ ^ 

Forms help to shape customer attitudes. Good customer relations- 
mcludmg public acceptance of your business practices—is good busi¬ 
ness. Advertise your good business methods through good easy-to-use 
forms, and you complete the jump from paper work to working papers 

Conversion from paper work to working papers means lower cost faster 
simpler service to your customers; more repeat business; better profits’ 

How, you may ask, do I go about putting forms control to work? What 
i my business is a small one—perhaps just getting started? Or perhaps a 

differ? 1ZCd C ° nCern US ‘ ng many k ' nds ° f f ° rmS? How does the Problem 

A form is a form, whether the company using it is a one-man concern or a 
giant corporation. Certain principles apply in any event. For example no 
matter how small or large the organization, some responsible person or group 
needs to give careful study to each and every form that is to be used. As 
usinesses grow, so do the needs for forms and the number of new ones. If 
you don’t start early to control your forms, the forms will control you. Busi¬ 
ness forms should not be permitted to grow like Topsy, if they are to be real 
working papers. 

"The basic elements of forms design and arrangement, and the analysis of 
he working procedures to which the forms relate, remain essentially the 
same m a firm of any size. So do the requirements for readability and clarity 
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in the captions and instructions included in forms. So also the need to avoid 
' overlapping” forms and uneconomical practices in the purchasing or print¬ 
ing. as well as in the storage and distribution. 

It is chiefly in organizing and assigning responsibility to meet those needs 
that the forms control problem grows more complex in the larger enterprise. 
So. while the forms problem may be well handled as a part-time chore of the 
proprietor himself in a small concern, a full-scale forms control program 
with clearlv defined divisions of responsibility among many people may be 

4 

necessary in the large firm. 

In order to avoid unnecessary repetition, the subject is dealt with here in 
a manner suitable to small or large business. The various topics arc organ¬ 
ized and identified, however, so that the small-business operator can readily 
identify the parts that arc most pertinent to his problem. If your business 
is one that uses a large variety or a large quantity of forms, you will prob¬ 
ably be concerned with every topic. If your business is a small one, using 
only a few forms, you may want to skip the topics that deal with organizing 
a forms control program, and concentrate on those that deal with forms 
themselves and their procedural analysis. To simplify selective reading, the 
outline below provides a handy check list and reference guide to the main 

body of the chapter: 


Steps in Establishing and Maintaining a Forms Control Program 

1. Establishing the /nogram. The success of a forms control program is 
largely dependent upon its effectiveness at the start. For an effective pro¬ 
gram the following steps should be undertaken before any attempt is made 

to operate the program: 

a. Get top-management support. The program should not be under¬ 
taken without topside support. To ensure cooperation of all parts of the 
organization, the program should be sponsored by the president, a vice- 
president, the comptroller, or some similar official (see page 639). 

b. Assign responsibility for operation of program. Control over the pro¬ 
gram should be vested in an office operating across departmental lines, 
preferably in a company-wide mcthods-and-proccdurcs group—never in a 

purchasing department (see page 636). 

c. Define organizational scope of program. A decision should be made as 

to whether the program will be limited to the parent organization or home 
office or will be extended to other units such as branches and subsidiaries 

(see page 610). 

d. Recruit qualified personnel. Results of the program will depend upon 
careful selection of personnel with experience in forms control and methods 
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work and with a knowledge of printing production. The staff should include 

personne' qualified in forms analysis, forms design, drafting, varityping 

and filing. The number needed depends on the size of the operation Forms 

control is a technical process and should not be assigned to pensioners clerks 
misfits, and inexperienced personnel (see page 637). ’ ’ 

c. Announce establishment of program. An official statement should an¬ 
nounce the establishment of the program, review its purpose and aims indi 
cate the organizational unit responsible for its operation, and request full 

cooperation (sec page 640). ^ ULSI IUJI 

/. Collect samples of all forms, together with usage and cost data All 
parts of the organization, including stockrooms, should be asked to furnish a 
lnimum of two samples of every form, regardless of how produced plus 

TTt hr r ^ C ° St dUring the P as ‘ y ear (see page 641) ’ P 

fil H C r b !f numeric and functional files. One set of samples should be 
filed in folders by function. Another set should be filed numerically a 
separate folder for each form number (see page 643). ^ 

h. Establish file of usage and cost data. The annual usage and cost should 
be entered on a separate card for each form (see page 644). 

i. Establish standards of design and construction, including form number 
ing system. Standards for type, rules, margins, sizes paper stock finish' 

operations, and methods of reproduction should be established, and a form 
umbering system should be developed (see page 644) 

J, C :°°J d [ n f e P ro S ra f n tvith other operations. An adequate inventory con¬ 
trol of stock forms, realistic minimum stock balances, a procedure for prompt 
issuance of low-stock notices, and a schedule for requisitioning to equate 
stockroom work load should be developed. Arrangements should Z 
made to develop a schedule for the procurement of Sg n routinfand 
emergency basis and to provide for the purchase office or the printing plant 
to refer to the forms control office any suggestions for changes in specific" 
t.ons and any requisitions received direct from ordering departments A 
determination should be made of the commercial printers best qualified to 

fsce page 666). Van ° US **** ^ qUantities on the ">ost economical basis 

?,,°u e T l u g ! h n Pr ° gram - ° nce the machinery described above has been 
established, the following steps can be taken to operate the program • 

*■ ReVle Z f forms re( ! uest ed. A forms contact representative should 
review each form requested to determine necessity, to consolidate like or 
similar forms and to determine adherence to standards. Subsequent review 
cffffiese points should be made by the central forms control office if njees- 
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b. Apply Standard, to forms. Form, control representatives should apply 
approved standards currently to new forms and to revisions and reprints of 
existing forms. The central forms control office should apply such standards 
to the forms it handles currently if the work has not been done previously. 
Either the forms control representatives or the central forms control office, 
or both, should also undertake as time permits the application of standards 

to groups of forms by function or department. . 

C. Prepare specifications for reproduction of forms standardized Tor each 
form standardized, printing or reproduction specifications should be pre¬ 
pared to include form number and title, method of reproduction, finished 
size, number of pages, number of sides, margins, paper and other materials, 
construction, special operations such as numbering and perforating, padding 

if any, and wrapping and labeling. 

d. Maintain forms control files. The numeric and functional files of forms 
should be maintained on a current basis by adding new forms, replacing 
revised forms, and eliminating superseded and obsolete forms. The cost data 
files should be maintained on a current basis. This is achieved by entering 
immediately the quantity ordered and, as soon as available, the costs for each 

"Tissue list or catalogue of forms. Periodically a list of forms should be 
issued with the forms listed in (1) numeric sequence. (2) alphabetic 
sequence by title, and (3) functional sequence. If the list is included in a 
catalogue, a re,,reduction of each form should be shown on a separate sheet 

together with pertinent information. 

f Review forms periodically for currency. The functional and numeric 
forms files should be reviewed periodically to eliminate dcadwood. forms 
not ordered in a specified period should be referred to their sponsor to 

determine whether they arc obsolete. . f 

3 What will it cost? No fixed figure of cost can be stated. I he size oi 

your business, the number of forms used, the number of clerical, sales, or shop 
employees required to fill out forms as part of their day’s activity, the type o 
business you opcrate-all have a direct bearing on the extent to which you 
may invest in savings through better forms. Commercial forms manufac¬ 
turers having recognized forms-design representatives can offer smaller com¬ 
panies excellent means of savings. The more progressive printers are also 
available for advice and assistance. The larger the demands because of the 
number, type, or uniqueness of the forms or because of business problems, 
the greater the need for personnel on your own staff or the use of consu ting 
forms engineers. The cost of printing forms is not the starting point o 
savings, although reductions in printing costs arc possible in a forms contro 

program. 
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2 . Objectives of forms control 

It takes a lot of forms to keep the wheels of industry turning- In industrv 

s." “ .r — - ’■—» s. Xr 

7 ,h ' - 

accompanying the use of fh,* P n the clerical processes 

» X ;z:°o,T?z: h j ™° f *■ »•*' 

ment required in the filing of them or the storage « P ^ CqUip " 

the supplies of blank forms. ’ g paCC re< ^ uired to house 

Thus, a question often more pertinent than the merits of f . . 

the necessity for or the efficiency of th* j !. th form ltself ls 

This section accordingly stresses control PT ° CC ^ w lch re quires its use. 

— rf •7 - r“;„r.r j zslh 

p :rz ;«^ *» 

the whole machine mechanism to increase the efficiency of 

meni. with blank ap.c f„, ,he i„.„ tion o( . SoZ.^on "' t',, 

5i5T“* -X ”, 

A Z ork [ n 3 definition. From the same point of view then / 
may be thought of as the manavemen. r ’ th ’ f orms c °ntrol 

assurances: management function which gives four broad 

The assurance that unneeded forms do not exist 
The assurance that needed forms are so * a i_ 

accomplish the uniformity and simplicity specle^ln^hdrdefi 
The assurance that forms are orori, i P^cinea m their definition 

The assurance that old forms are periodical] dlStnbut f d economically 

X'l - - 

Procedures and should help to improve relations between companj SJtiS 
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and with the public if activities are in this direction. Three broad objectives 
may be separately recognized, though they are not separately ach.eved m 

1 1. Savinas through better procedures and work methods. Since forms are 

used for performing work they frequently dictate the way work is laid out. 

Bv their very design, forms often determine how work Bows through a de¬ 
partment. an office, or a number of offices. Well-designed forms should help 
increase production, promote accuracy, and develop smooth work flow, 
with a minimum of duplication, backtracking, and overlapping. When a 
form is studied in the light of related forms and procedures, possibilities arise 
for improvement that go beyond the specific actions of entering information 
on the form or taking data from it in some prescribed sequence. The very 
nature of the information called for by a form may tell much about work 
load, work flow, and work content that is far more significant than the 

immediate act of making entries. . 

2 Savin "S through standardization and printing. Standards of design, 

paper stock, printing, or duplicating, along with improved methods of esti¬ 
mating, stocking, controlling inventory, and distributing, offer quick and 
obvious returns. Not only do analyzing forms and applying standards usually 
result in lower paper and printing costs for a given number of forms, but, 
also by revealing possibilities for eliminating or combining forms, these 
steps should help to cut down the number of different forms needed and the 

accompanying stocking problems. 

3 Better service and public relations. Combination and simplification, 
better work methods, greater accuracy, and faster production all have an 
important bearing on getting the work done. An adequate forms con m 
program, besides improving service internally, should assure that forms 
required for use outside company activities reflect the logic, simplicity, an 
clarity of purpose that arc necessary to outside acceptance and coopcra- 

U< Scope. Coming properly under control arc not only the major activity 
forms of an organization but also many such incidental working tools as 
tabulating sheets, tally cards, route slips, transmittal forms, telephone memo¬ 
randums, tags, checks, and labels. . j 

Characteristics—not names—determine coverage. The fact that a pn 
instrument may be called something other than a form—such as a contrac , 
a lease, or a form letter- does not exclude it from forms control. 

Form letters seem to be especially subject to misunderstanding in t is con, 
nection. While the presence of the word “form” in the term “form letter 
does not make it so, the fact is that many form letters are also forms, yui 
a few would serve their purpose more efficiently if converted complete . 
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farfetched attempt" to pmTerveTn dh^ontf th^ pert nil'lelrn ^ f' 

routine work papers. personal letter in obviously 

primarily a working pap^rTequiHsi ^ fi ^ “ SCd in . quantit >' and is 

from it, or procedural handling of iffofeitheT' °" transcri P tions 

application of forms s£n“and at ^ ^ ^ ^ 

procedural problems. h ame tlme throw light on 

Of hZTcoZ^'ZdZ"^ ^ C ° mpanies need type 

forms control program, questions of organizing”* ^ 0 °^°° ‘° ^ 
programs of individual companies „ a Jf Tt g , P ro gfam vary as the 

though an important item of consideration forms in use > al- 

of determination. ’ ou d n °t be the sole criterion 

practical knowledge of Tne * h ° Uld su PP le ment the 

questioning attitude of industrial analvs J l ° bjeCtive a PP r °ach and 
forms design, production, and dtribuZ Tb teChniCa ‘ kn ° W - how ° f 
translated into the following essential activities^ 6 "T” elements may be 

seven-point program: in what mi g ht be called a 

Recording or registering the form 

%S&f£ffsss™- -” d ■ 

Assigning identification 

Determining specifications for reproducing th f 

Develops specifications f„c „„,i„ g the ,o P p Iy pr „. 

Evaluating the control program itself 
should work out somewhat al^dow! ^ responsibilities > th «e seven points 

central point to be" recorded and 1 signed" for T' Z"™ p Channeled to a 
numbering and identification, previous or oron V'*' EsSential data 
use, and production are available at thi P ° SG ° m ,revislons > volume, 
copies of all the forms used by the company. reglStrat ‘° n point > a,on S with 
Analysis, purpose, content . procedures Ftmr, 
form is analyzed, its necessity questioned Thi rCqUeSt f ° r a new or re Print 
form are evaluated, its effect upon work JelLd^ 0 ^ ^ C ° ntent ° f the 

By close cooperation between operating people and indu Studied - 

h.™. and pccccdficcs ,ce dcvc,.p. d " 
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and organizational problem, going beyond forms usage am revealed, they 

arc scheduled for further attention. 

standardization. Staff with special knowledge of forms design 

assists in laying out the form. Content is transformed into .tens which arc 
spaced and arranged to accommodate desired entries meet the needs of the 
writing method to be used, mesh properly with procedures, and assure read¬ 
ability. Determination of size, typography, color, and paper stock is made 

J 

'''identification. Title, number, approval date (and expiration date, if any) 
are assigned as positive identification, linking the form to its function, opei- 
ating unit or program, and showing that the form has been authorized for 
use Forms can be identified as those that must be retained and those of 

short or temporary life. . , 

Production specification, printing, duplicating, binding. Efficient and eco¬ 
nomical production methods arc determined. Appropriate evaluation is 
placed upon the use of specialty forms and special bindery operations such 
as punching, stapling, perforating, folding, collating, carbon interleaving 
etc., as against individual cut forms in relation to savings in preparation and 

““Distribution determination. Specifications for effective storage and distri¬ 
bution are developed. Methods of determining current supplies, establishing 
minimum stock levels, purging obsolete forms, and setting distribution pat¬ 
terns and controls arc essential elements at this stage. 

Evaluation, measuring results. A running record of results is accumulate 
as forms control work progresses. Bcforc-and-aftcr data (showing ceric , 
printing, and other savings) are gathered as changes in forms and proce¬ 
dures are made. These facts, with recommendations, arc reported to t p 
management for use in appraising the forms control program and in shaping 

future policy on it. . . , 

Responsibility. The forms control program branches out; it merges w . 

and depends on, many other company activities. Varying degrees or kinds 

of responsibility for the different elements of forms control therefore, mu 

be carefully defined and carefully placed, so as to be clearly understood b> 

all concerned at each level. 

Center of responsibility. Experience has shown that the forms control pro 
gram is likely to be most effective if primary responsibility for it is centers 
in a specific individual or unit of the office-methods staff or of a similar 
office whatever it may be called, having responsibility for organizational and 
procedural problems. This is true regardless of the organization leve . 
volved—headquarters office, department, office or factory, or branch esta 
lishment. The responsibility should cover the preparation of directives an 
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control procedures, the establishment of standards the record,™ 

Lr;,r; w«? * 

olher units „„ ZlnJ.L a " d with 

2= Zi'S - * 

Fixing primary responsibility for the forms control „ 
methods unit, however does not alter , P S ,n an officf " 

control, as in its other activihes K StatUS ° f that Unit >’ in forms 

does fixing forms control responsibility i" t^e office‘me t'hod ^ 

the contribution that files statistical draft' • th ds unit mi mmize 

personnel outside the unit/must give in the 

Level of resbonsibilitv c j 5 production or forms. 

» «««»» t " h ‘\ 

Decision will always depend on such factors as the size of the ^ 
non of its offices, and diversity of its operations. ^ ^ 

Two balancing principles should be kept in mind: 

Control should be centered at a Kirri-. 7 

mem'” 

0 zizzrrpo-z mTe e u »• i “ <***- 

designed, or revised in the Iicffit of actual nrn f ^ be planned > 
intimaie u„d,„, anding of opting pmbLr* ”“ h “ 

In a large company, forms control programs mav ho • , 

more levels-headquarters, departmental, office or facto^ aTd unV^ “ 

■Z —Z"X: 

(or for„ con.rol ordi „ ri , hf X | b '' " y 

domZhThT” e am:LX“X ZX ZXZXhip 
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of this program to the total office-methods program, the availability of the 
needed knowledge and skills within the various units concerned with forms 
development or use, and the volume of other work claiming office-methods 

^Inffie absence of an adequate forms control program, a frequent problem 
is that of overparticipation in forms development by operating personnel. To 
the extent that they use time and energy in those tasks of forms development 
which can be more efficiently performed by technical specialists, they do so 
at the unnecessary expense of their primary responsibilities. On the other 
hand, it would be no less a mistake to assume that the whole burden o 
forms development can be shifted to the forms control staff. There can 
scarcely be a substitute for the first-hand knowledge of operating personnel 

in determining forms content. 

Sources of technical aid . In addition to constant collaboration with pro- 
gram-developing and line-operating people, participation in forms problems 
should come as needed from any of several points in the company. 

Statistical personnel may need to be consulted frequently concerning sta¬ 
tistical reporting, sampling, and tabulating standards which many forms 

m Edi7orial or information specialists, if available, may help make forms 
more readable and understandable, especially if for outside-company use^ 
Drafting staff may be called upon to do the final drawing of many form 

and may be a source of advance suggestions on layout. 

The office responsible for printing or duplicating should be a source o 

technical information needed in advance for making design specificat.o 

consistent with economical printing or duplicating practices. 

Other persons outside the forms control staff may need to be consulted 

on questions of intercompany relations, which may require consideration 

before final decisions are made on certain forms .... the 

Thus, no company can expect to have at hand in any single unit all the 

knowledge and all the services needed in developing, producing and con¬ 
trolling forms. If the volume of forms is great enough, it may be fca *' ble 
provide for certain of those needs within the forms control unit itself, 
example, a draftsman might be assigned to specialize in drawing forms. T 
need for drafting service, however, is not peculiar to forms work. The ame 
is true of most other supporting services. Short of very exceptiona 1 
and stability in the flow of forms work, therefore, it is rarely profitable to a 
technicians directly to a forms control unit or even to an over-all office- 

methods unit, to provide those services. rr , n tml 

It is in these same staff services that some of the savings of forms con 

should be realized. Advance attention to design problems and printi g 
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to 5 ; trr; ^ 

personnel is saved bv relipv.'no- t u r , . g ’ JUSt as the tirne °f operating 

essential forms and the consolidation of other^ “»» of non- 

trol 0 respomiMi,v :e The re'cordfne d °. 3CCOm P an y primary con- 

forms content for procedural imnUrZ' of forms > th ^ analysis of 

Of standards of design, the relating of forms design ",Hop ^ aPpH ? ati ° n 
or reproduction processes and the mm if g * a PP 10 Pnate printing 

tices impose staffing (or ? training) conTidL^up'n 

given primary responsibility for forms control. whatever unit is 

methods “Iff ’aLady wol^on ' othJTad *•"^ t0 ^ by ° fficc ‘ 
existing staff, possibly supplemented (on a full™*" 1StratlVe prob,ems - Such 
design technician, may well suffice f the f ” ^ by a 

developed gradually and is o depend or < ! ^ be 

forms and reorders for old ones. On the other Tand if th" rCq " eStS ^ 
if its control plan is new, and if complete lone r ’ ^ COn ? pan y ,s lar g e . 

a separate compact working unit may be feasiblf tp” 8 ' “ antlclpatcd ’ 
paid dividends in several large companies. arrangement has 

. THe J ° b ° f desi g nin g forms and preparing them for printing nr H r 
mg may require only the part-time attention of an office methods ? 
or it too may be the full-time resDomihiKn, • J ? . ? methods engineer 

Ssr ' ,he,he ' ,he *—• -«- 

only occasionally, by gelling ”■ ' f ” eed “ i 

Any office-methods engineer should already have at least the bask auT^ , ' 

e K^srrx-r s~r “ 

employees with sound practices of forms design familiarize 

wiH no, remain sm-svi.hou, , ‘ 

Forms control authority, like that for any other program cuttfo PP ° Tt u 
segments of a company, should stem from the top Nm onl 3Cr0SS 

agemen, make the decision caliing tor such a pro'gratn; i, ^“k“LS"' 
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Stops as a basis for that decision and certain continuing steps to see that the 

resulting program is effectively carried out. 

Among other things, it is up to top management to- 

r ,„ for . ind wc j„h the results of, such preliminary survey and analysis as 

ly b=”™~.V » > h ' • — «• «*" °' "" P 

lems within the company 

; —-- 
pniJELl -nit, and cl...... of forms included <««h »y nccc.s.r, 

exemptions expressly designated) ,, , i 

dearly fix responsibility for participation in the program (both 
centralized primary responsibility and all aspects of collaboration 
Make'!!, positive endorsement and vigorous backing clearl, under.,»d 

Pcg^S.tfS^Anodic report, o. tbc program', renit, a. 
a basis for any needed correction in forms control policy. 

A preliminary survey wi.bin the organiraiion discio*. .ho £ 

of"verlapping, duplieaiion. and pmeodura, discrepancy Ord. » dy b,s 

l h n'd^e!:„“ Sr'S Si- r. S urf on 

potential saving, and °' c h" “."Tehar‘ra... 

mc” n o7,impTe "Laliratinn'can be developed ,o help gc, .he „ory ,e,«, 

z™£u fc* 

3. Establishing the program 

Once top-management policy and backing have been Jarlyestabided, 

the cornerstone for a forms control program has been ■ in 

bilities fmnlv fixed, the framework has been ratsed. A structure « 
which to carry out the regular processes of (1) registration, ( ) < Y 

(3) design standardization, (4) identification, (5) product,on special on 
6 distribution determination, and (7) evaluate-processes found 
sary to any fully useful forms control program. 
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But before production can begin the machinery must be installed The 
staff member or unit made primarily responsible must do cemlnnon Jur 

the g D S ro tUP bef ° re the regU,ar P rocesses can be set in motion to make 

the program a going concern. 

The machinery required by forms control need not be elaborate Many 

The ba COmm ° n * ° f management Can P rofita bl>’ be applied to this activity 
The baste eqmpment peculiar to forms control, however, consists of- 

A r'taSo„:'i i ,he ,om ’ in_ 

A numerical file 

A set of company forms-design standards 
A forms-identification plan 
A forms control procedure 
A set of forms control records 

If staff members need training in the methods of forms design or forms 
product,on to prepare them for responsibilities newly assigned under the 

program such tramtng can be started while the preliminary collection and 

ssKir “ und " way -" ,his -- - * 

In any event, the development of suitable design and production stand 
rds, or the adaptat.on of standards developed elsewhere, is a delicate task 
Because many persons m an organization have a rightful interest in the 
design, typography, and general appearance of forms, and because frequent 

sible nS f S Sta " dards ar u e cost ’y and confusing, staff members made respon 
tble for establishing the standards must be familiar with the necessary 

technical considerations before attempting to do the job (at least sufficiently 

am,bar to evaluate the advice offered by specialists in related activities) 

lmilarly the adoption of an identification plan and control a 

should not be attempted until thorough familiarity with the problem a^d 
any necessary training in technique have been provided 

ass s “ ,ins shou,d -'S" szz. 

rms-usmg and forms-originating units to submit copies of all the^r form 

SriS"* -Wr 

A Kmponmy and permanent for™, nnmbered 

less of ongin or method of reproduction, should be included. ’ g d ' 
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is important not to omit copies of such predesigned working papers as- 

Tabulating cards and paper, including ruled-stock forms 
Preprinted duplicating masters tags labels and che forms 

Memorandum sheets, routing slips, and other commun 
All formlike form letters 

Although totno of the paper, submitted m>, «»> 

call, the using units should be requested initially to 

Furnish two copies of ouch form, if ■*.<•» *• ••<*' *“ 

iHEhTtK,-mi," or ,'r i^SSulnTno, primed on 
£ £o^e ^^^m^-daily, annually, or other- 

Id^ti^^^^in^huctton'wl^ch^prescnbcs^or^authorb^ Ac 

Indudc or refer to inductions for use, if they are not contained in full on 

the form itself . . . \ 

Show distribution of the form (in itsj blank_state) number of 

E ToSs 'prepared 1 attorn; Stin£ and Routing of competed c’opies (speci- 

rr b rs=r a — 

SpiT, ', h ;““hS’cuipmon, in which the form must he used (f« 
Esenin or r ' ,i " C “’ dC “ S " °' “ 

Sr; £3d”££S£i ” = r ,hcr p,cnumbcrc " ,on ””" * 

submit photostats instead of actual forms 
Include name of using unit on package 
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• I . n . many i " stances operating manuals or other instructional materials will 

rr Tt ° k * m « m re ’" ired “ ■*»» *. »-p”« pt™ 

and use of the forms to be submitted. Submittal of, or reference to appro 
pnate pages of such materials, therefore, may often minimize the amount of 
mformanott to be especially prepared in submitting samples of forms 

Chss.fymg the forms. As the forms are collected they must be sorted 

dme ’ J° makC fUrtHCr refcrence and analysis as orderly and 

_me.sav.ng as poss.ble. Two files are needed, the functional and the numer- 

whfiT fUnCti ° na ' filc - 'y 110 fu nctional classification helps in collating forms 

content CTO " u" g ^ Wh ‘' Ch ’ by rcason of -hilarity of 

In e tahl r P ° S \ m f ay be SUSCEptible of consolidation and standardization. 
In establishing the functional files, the first broad division might well be 

that between administrative and operating forms. Bevond that grouping 

va^mg degrees of analysis are required to determine appropriate subgroups’ 

size of the ^ natUrC SUCH C,aSSeS and SubcIasses d ^end upon the 
size of the organization covered, the degree of administrative specialization 

and the "ornber of forms involved within the various possible classifications’ 

Once established, however, the functional file permits comparison oTeX-' 

rctivTties rOP The H ^ ^ ^ Empl ° yEd in the Same or elated 
r^ ngS tOSether ln one P ,ace data which the office- 

forms Th^T Can m Mmp,ifyin S- combining, eliminating, or evaluating 
forms The functional grouping tends especially to show up duplications 

Only one master copy of each form should be kept in the functional file- 

but care should be taken to see that notations have been made on the form 

to show the names of all units using it, the procedural purpose, the quantity 

form is'received' 1 ’ ^ ^ inf ° rmation available at the time the 

The numerical file. The numerical file should include a separate folder 
for each form. These folders, arranged in form-number sequence should 
serve as a cross reference to or from the functional file, and as a repository 

esUbSTfo 10 ^ mat H na . 1 , aCC ° mPanying eaCh form ' 11 ma X be sufficient to 
establish this file gradually, setting up the individual folders as the forms are 

taken up for detailed analysis and procedural study, or as requests for revi 
Sion or reprinting are received. In any event, forms cannot be given regular 
place, m the numerical file until they have been assigned form number 
In order to provide a complete picture of each form, its evolution and 

— T as soon as possible, should contain— 

A copy of the form itself and of any previous editions 

Motes on the form’s history, with any rough drafts or work papers that 
show significant stages of development papers tnat 
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A copy of, or reference to, the instructions or other issuance upon which 
the form is based 

A copv of the request for approval, including such data as the name of the 
originating or using unit, manner and rate of use, suggestions for im¬ 
provement. or notices of pending changes in procedure 

A copy of the requisition for duplicating, including available data on cost, 

process, and specifications 

Complete documentation relating to official approvals of copy, and perti¬ 
nent correspondence or conference proceedings 

Any available information on contemplated revisions 

Establishing standards. Efficiency in the procedure of which a form may 
he a part can hardly he Guaranteed by anything so pat as a set of standards. 
Certain yardsticks are necessary, however, as means of assuring that all forms 
have the physical or graphic features required for— 

Simplicity and efficiency in those fill-in and routing procedures that may 
be influenced by the arrangement of items on the forms 

Visual efficiency in reading, using, filing, and finding 

Uniformity and general adequacy in appearance 

Economy in reproduction 

Before the forms control program can become operative, therefore, the 
stafl primarily responsible should work closely with operating units and the 
company’s reproduction or printing services to develop a set of standards 
which will be realistic in terms of program responsibilities, stafT limitations, 

and forms volume. 

Because of the many variables among companies, few general standards 
are possible. It is possible, however, to point out some of the factors which 
must be considered in determining a company’s individual standards and to 
touch upon some of the practices which other companies now operating 
successful control programs have found effective. For purposes of illustra¬ 
tion, a skeleton set of hypothetical standards is shown starting on page 672. 

The review of forms in the functional file serves as a base from which to 
work in considering the applicability of various possible standards. While 
forms are being compared for classification or other purposes, notes applica- 
blc to paper or design specifications should be made on the file copies. 

The standards selected should be applicable to as many of the company s 
forms as possible and should anticipate future requirements. 

Once they have been determined, the standards should be circulated 
throughout the company to guide all those who initiate forms or participate 

in their development. 

Factors to consider. The physical aspects of forms most readily standard¬ 
ized are— 
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Size and shape 
Weight and grade of paper 
Colors of paper and ink 
Typography and format 

Mechanical characteristics (such as punching, binding, 
bon interleaving) 

Methods of reproduction 


perforating, 


car- 


Considerations in the selection of standards for each of those features are 
outlined below. 

Size and shape. Company standards for form sizes should be such that 
a forms can be cut without waste from a minimum number of standard 
paper sizes. In limiting permissible form sizes, however, consideration must 
be given to requirements imposed by office machines, files, binders, enve¬ 
lopes, or other equipment and supplies commonly involved in the use of 
iorms. 

Weights and grades of paper. Similarly, the weights, grades, and fin- 

• 1 | • | minimum. Factors to be 

considered include— 


Suitability of paper surface 

For duplicating processes involved 

For writing methods used in making entries 

For erasures which may be necessary 

For safety (protection against unauthorized alterations in entries made 
on certain forms) 

Visual efficiency (considering volume and conditions of use) 
suitability of weight, thickness, and durability 
For number of carbon copies required 
For handling required in use 
For any office machines in which used 
For relative permanence of record required 

r ' quir ' d in '“ ras ' <f °'' b ° ,h '""“ d f ° rm ‘ 

Cost as related to other factors 


All existing forms should be sorted according to the approximate grades 
and weights of the paper on which they are printed. By application of the 

•T /^ t0rS ’. a11 unsuita ble and unnecessary varieties should be excluded 
With substitutions made as appropriate. excluded, 

defe^n°ne S 'if T co e io U r e ° f f ° rms shou >d be analyzed to 

sh ~ . f “ nCCeSSaiT ln each Stance. All colored forms in use 

e sorted and examined individually to see whether color m in 

T *• - »> handling J” 
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filing, referring to, or filling in the form. If color is found advisable, varia¬ 
tions should be reduced to a few basic shades. 

A similar routine should he followed in selecting standards for ink colors. 
The use of color, either in paper or more especially in ink. is justifiable only 
if the additional cost is balanced by improved performance and efficiency. 
Technical advice again may be needed in selecting color standards, for some 
color combinations in paper and ink reduce legibility critically. Poor color 
selection can thus increase inaccuracies and waste in clerical processes. 

Typography and format. It is important to avoid hard-and-fast criteria 
for the arrangement of forms content. The sequence and arrangement of 
items on a form must be determined by individual analysis of the working 
procedures involved. Standards of layout, therefore, become (1) general 
principles to be followed in analysis and (2) statements of alternative loca¬ 
tions permissible for certain mandatory items such as title and form number. 
Matters of type face and spacing, on the other hand, can be more precisely 

treated. , , . , 

A review should be made of the type faces available on typewriters and 

any composing machines (such as the Vari-Typcr) in the company, along 

with the letterpress faces recommended for various uses bv a competent 

printer. On the basis of this review, a standard selection can be made which 

will— 

Make for visual efficiency in forms use by assuring legibility and permit¬ 
ting ample variety in type size and weight for purposes of differentiation 

and emphasis among various copy elements . . , 

Promote uniform appearance among company forms, by limiting the 

styles of type to be used 

Reduce direct costs, by excluding hand-set or other special composition, 
by prohibiting purely ornamental all-around borders and typographic 
noncssentials, and by simplifying the task of specifying type when requi- 

sitioning forms 

Similarly, uniform spacing provisions can be established in accordance 
with the different writing methods to be used for fill-in: and relative loca¬ 
tions of item numbers, captions, check boxes, and instructional notes within 
the individual blanks on a form can, within limits, be predesignated. 

Mechanical characteristics. Extra make-ready, press time, and binders 

work can add materially to form costs. Although such extra operations often 
pay off in the more efficient use of forms, the forms-control staff should be 

alert to eliminate frills. , 

In order to keep these extra expenses at a minimum, the company shout 

develop standard instructions on such details as these. 


646 


ESTABLISHING THE PROGRAM s ( 

Prenumbering. P <™ble ° nl V ^ -quence control or strict accounting for 

p , . each co P>' is required. 

UnC mS . T °comn t an n v dard " SPCC ' al fiHng ec l ui P me nt used in the 

t.uiiipany. 

Performing,' folding/' - S ' andard nUmbcr and locati °"> varying by class or si 2 e of form. 

carbon interleav¬ 
ing, collating, and 

Paddmg .° nly on indivi doal justification based on economy in use. 

Reproduction methods. One of the biggest sources of unnecessary cost 
commonly found m forms production is the use of reproduction processes 

causes‘ofineffi ° f f ° rmS reqUired ' Simil arly, one of the major 

causes of inefficiency m forms is the production of forms by processes not 

capable of a q uahty suited to the conditions under which the finished forms 

ave to be used. Often, for example, forms are run off by stencil duplicator 

W en the quantity would have justified the letterpress process and the legi- 

ility, usability, and appearance would have been improved by it Quite 

often many hours at the drafting table are devoted to drawing he fin/shed 

tori'? M b d f ° rm f ° r ° ffiCe ° ffset -P-duction when skilled composi 

rime d bbV et UP 6 f ° rm fr0m a rOUgh Sketch in a Action of the 
t,me and with better results. Conversely forms are sometimes sent to the 

printer for costly composition and presswork when, with a few mino 

paste-up alterations of an existing printed form, the quantity needed could" 

ave been run by the offset method at a fraction of letterpress cost. 

Here, especially, should the advice of the company’s reproduction stnff 

a competent printer be sought in determining company stfndards Altho °h 

general standards are available for use in selectiL renrnH " A1,h ° U S h 

for varying quantities and conditions, these need to be considered^ ffThght 

of the equipment available to the specific company and with special refer 
ence to the writing surfaces needed in forms use 

* { d ° pt!n9 an ident!f! '°t:°n plan. Every form should bear a title a number 

* dv, "“ - “■> * «„pTit™ n ,s 
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aid units in suggesting acceptable titles at the time they request forms. Titles 
should be brief and yet specific. Words used should be few; yet they should 
show the precise subject (usually first) and precise function by careful 
choice of words. The subject designation in the title should be as specific 

as the subject-matter limits of the form itself. 

In the titles “Materials Receipt.” “Purchase Order,” and “Sales Invoice 

there is not much room for doubt about either subject matter or purpose. 

Additional guidance may be provided in advance by preparing a glossary 
of terms having general acceptance for use in titling common types of forms. 

One such glossary is included on page 677. 

Numbers. The numbering system should be simple, logical, and uniform 

to help form users understand the plan as a whole and remember individual 
form numbers. 

A complete form number (including any affixes) should serve as— 

A symbol oj the authority under which the form is issued 

A control symbol showing that before issuance the form has been checked 

against _ . 

Existing forms for possible duplication or overlapping 

Design and production standards for economy and suitability in use 

A positive identification code logically indicating 

The originating unit 

The activity or function served 

The relationship to other forms in the same activity, process, or pro¬ 
cedural scries 

The steps to be taken in establishing or overhauling a numbering system 
include: (1) determining the adequacy of present numbering practices 
within the company, (2) identifying any changes needed to assure a sound 
basic numbering pattern, and (3) gearing the numbering system into the 

total forms control procedure. 

Determining adequacy of present numbering. Certain observations 
concerning the adequacy of existing form numbers will have been made dur¬ 
ing the original assembly and classification of forms for the functional and 
numerical files. Further review and comparison may be necessary, however, 
to assure the spotting of any duplications in existing numbers and to evaluate 

the pattern of numbers as a whole. 

Special efTort should be made to determine the extent to which form- 
number sequences correspond to procedural sequences and tie into instruc¬ 
tion manuals and inventory or other records. 

Determining desired basic pattern. Although there is room for consid¬ 
erable discretion, the determination of a specific numbering scheme may 
depend to a large extent upon such factors as— 

648 



ESTABLISHING THE PROGRAM 

Sec. 18 

The quantity and variety of forms coming within the program 
l he nature and scope of control authorized 

The c3T y °[ • aC u i r ity f nd ° rs ' 1nizati °na' changes within the company 

rooted esn U ' V * 0rm numlxrs arc already firmly and favorably 
rooted, especially in major procedural uses 

The nature of related control and accounting codes already existing in the 
company ' 5 

Th p»7l , r,„™f“ ev wi,h ihe n “ mbe ™= 

are!uh!ect er t SChemC “ SdCCted ’ ^ tW ° basic elements > ™mbers and affixes, 
are subject to certain common considerations. 

Base numbers assigned in sequence are the foundation for any forms- 
numbering system. y 

Assignment of form numbers in blocks is not recommended. In starting a 

register, it is impossible to predict how many different forms will be prinfed 

or each group or block set up; and when a block of numbers has been used 

t may be necessary to set up a new block of numbers for the same class of 

oro-T 1 " Creasin & the possibility of confusion and error. Forms for lar<m 

anH U tT f °u PS Can bC idcntificd b >' descriptive affixes for each division 

and still have the basic numbers assigned in sequence. 

J± XeS ™ y , hC USed to differentiate company-wide forms from those used 
within subordinate units of the company, such as departments branches 

.visions, or field offices, or to designate specific functions, such as personnel 
accounting, sales, or purchasing. ’ 

Such affixes may be made up of the initials of the company or organiza 
.onal U mt, abbreviations, code letters, or code numbers. Although usually 

r as P refixes > decimal or other number codes are frequently added as 
suffixes to denote function, program, or procedural series 

major E numb NG "T*™ PATTERN F ° RMS CONTROL ^ocedure. If 

necessary ^t usufll g “ 3 V3riety ° f lon S- establi shed forms are found 
ecessary, ,t usually is wise to convert on a gradual basis by assigning new 

mbers as stocks of the various forms are replenished and as program and 

proce ural changes within the agency provide convenient opportunities 

up the T 65 f ° r , neCeSSary ex P e diencies will have to be made in setting 
P the forms control procedure. When revising form numbers it is often 

desirable to show the old number with the net number p acing the lid 
ffie Id m " v Ub ° rdinatC P ° Siti0n - After the new numb - his become knowl 

makl the n r may ** COmp,etel y- “ Wanthowever m 

dons Mffi “ mPldly 3nd 35 Unif ° rmly 35 SUCh ~y considera- 

Dates. Though it is the simplest element in forms identification, issuance 
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,nd revision dating is nevertheless important. For example, the current 
f a form may be quite different from its earlier counterpart, thoug 

*jn,M — »*— ? 

identification mav he difficult and operating complications serious. 

h f urns control staff should be responsible for supplying the appropriate 
dot b fore any form goes to press. Ordinarily it should follow the form 
number preferably below it. Enclosing the date in parentheses avoids con- 
i- • ith the form number. Abbreviations to conserve space may be 
Sable, as “(5-51)” rather than “(May 1951) ." Revision may be indicated 
hv the abbreviation “Rev.” The date then would become (Rev 5 ) • 

Developing a control procedure. The numerous procedural steps into 
M Uc even basic forms control activities (page 635) may be divided ar 
I ,,,, in substance wherever the complete program ,s m effect 
Yet these detail steps vary among companies in terms of who performs the 
specific tasks, how certain steps are combined and the order m which they 
occur Whatever the individual variations, the procedure should be clear > 
outlined and thoroughly understood throughout the company before any 

*‘^ 0 ^ approximately as follows-. 

““stairs* ag=g 

some standard form such as the form dcstgn and approval req 

was 

form) needed to show content, purpose, and use of the prop 
form 

A sketch of the proposed form 

Shiest is entered in the forms control log (Fig. 2, 

If'the request is for revision or renewal of an existing 
numerical file is checked to see if recommendations have been r 

N umer ic'd ^and' "f u net ion al files (together with any available file of other- 

company or commercial samples) arc checked for- 

Any existing form that may serve the purpose of the reque. 

Anyn-latcd forms to be displaced, revised, or consolidated 

A "Consultation is held with units which would use the form or be affected 
by it as to handling, retention requirements, and content 
Work involved in using the form is analyzed to determine the need 
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further study of procedures or methods; a check list (Fig. 3) is one 
method of assuring that all the problems have been considered 

Determination is made of the need for issuance or revision of procedural 
instructions to accompany the form 
Development 

Those responsible for records and files are consulted for advice on ques¬ 
tions of form size, paper weight, and quality 

Standards of design, paper stock, and reproduction method are checked 
and any necessary design changes made 

Preliminary copies- 1 may be reproduced for clearance or pretesting 
Clearance & 

To assure compliance with reporting standards and to sec that concur¬ 
rence is obtained from any other office or department that may be 
concerned, clearance is carried out as appropriate with units con- 
cerned with the use and the policy or procedural effects of the form 

After final approval the form is prepared for reproduction or printing 
Issuance procedure & 

A number is assigned the form, along with issuance and approval dates 
and entered in the form number register 5 

The quantity and delivery specifications are checked against the esti¬ 
mated rate of use 

The distribution pattern is checked 

Specifications for printing or reproduction are made out 
Final recording procedure 

After reproduction, stocking, and distribution, the form is included in 
the company forms catalogue 

Record is made in the functional and numerical files 

The minimum stock level (reorder point) is established 

When the forms control staff receives notification from the stock-control 
point that the minimum stock level has been reached and reorder is necessary 
(see Fig. 4), a number of simple steps should be carried out. 


The numerical file should be checked to see if any suggestions for revision 
nave been received 


Determination should be made on whether any changes are pending in 
procedure, program, or organization which might affect the form 

^ rec * uired ’ appropriate steps, among those outlined above 
should be taken before an order to replenish stock is approved 

-I •£ .• to the major equipment—the forms 

c assification, standards, identification plan, and control procedure—a few 

essential working tools are to be selected before regular processing begins. 

hese tools are certain forms and records designed to simplify performance 
oi the steps in the control process. 
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CHECK LIST 


For..-.—— 

AddfflJt....— 

Person Interviewed. 
Using Department.. 


(NO«%4l 


.Date. 


-.-.-.. 




.... 




.... 


..Portion. 




.............. 


..... 




.... 


.Monoger. 


• •• • ***• 


Prepared By. 




»«••••••••• •••••«*•••••••« 




Sale* 

Dept. 


Parch. 

Dept. 


Invoices 
Credit Memo 
Order* 

Acknowledgement* 


Inquiry for Price 
Purchose Order* 
Receiving Record* 


Shipping 

Dept. 


B>IU of lading 
Eipreis Receipt* 
Delivery Receipt* 
Pocking Slip* 
Shipping Notices 


Administrative 


Production Manufacturing Order 
Dept. Requisitions 

Stock Record* 


Inter Office Memo 
Check Voucher* 
Tobulating Forms 
Teletype Form* 
Addressograph Form* 
Statement* 
ledger Sheet* 
loose leaf Equip. 
Visible Record* 


Month.Year. 


1. No. and Nome of form covered in this survey. 

2. How mony transactions or whol quantity of this form is used per day. 

3. How it form now wiitten: Hood T r pow,..er Billing Machine Tabulator Teletype Addr.uog.opb 

4. Norn, of machine. V * r,lco1 .“ 


.... 


Horixonta! 


Feed Front Pull Out.-.— 

Bock Feed..—— 

Front Feed..—. 


»•••••••••••« 


. .Average number lines per set. 

.If not, when, ond by whom. 


5. Number of ports in form now 

6. Number of ports needed... 

7. Is form completed at ono writing 

8. How is form filed: Numerically. Atphobetically, Post Binder, Verticot Fit© 

9. Can this form bo combined with any other form.. 




i..... 






... 


......••••••• 


.. 

.. 




What is percentage back ordered 
















tO. Aro shipments made complete. 

11 Is composition orronged for minimum of typing lines. 

12. Are most important items prominently ptoced.. 

13. It lb* Information thown In compotoble teguenc# with preceding ond/or tucceeding form. 

14. It oil recurring Information PRINTED, leaving only vorioblet to be filled In.-. 

15. I* colored poper used to facilitate distribution. 

T6. Does form hove Code No. 


»••••••••••♦•••*•••••••• 










...•*••••*. 






> «•••••«••••• 










... 
















17. Can form bo re designed for combination with other forms or for economy . 

18. How mony persons required in writing this form..—..Do they ha>o o’her dutit*.. 

19. ft order writing ond invoicing dono in some Dept-.By some persons-. 

20. Con item* be extended before billing. 

21. Ic'work evenly distributed throughout day.—. Ot com© m peok lood*.. 

22. Can any copies be eliminated...~.—.Or used for more than one purpose 

23. Hove we checked with octual user of form for suggestion*.. 

24. Have w# obtained somple* of the form now In use.«... 
















........... ... ....«••«< 


Fig. 3. 
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FOm BO. BSC-1253 
UCV. 5-46 ^ 

OEFAJJTXOrr OF ABC 


__ 8EST SELLING COMPANY 
FORMS MINIMUM STOCK LEVEL NOTICE 


Form Stot kfooi 

Form* Control Un $77 


OATC 


Office Methods Divisi 
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T " f ST0CR 0 , Tm£ rouo...o ro«. 


OUAMTlTf 
On NANO 


FORM TITLE 


OUANT IT T OF 
URFILIED OROERS 


■*0. OF OATS 
5UFPLf MILL LAST 


OUANTITT LAST 
OROEREO 


OATE LAST 
OftOER OELlvEREO 


Forms Control Unit 



Office Methods Division | oat? 


**t> "fTUHH THIS HOT I CC HOT LATfH t HA H_ tM£ T C " 8f IHITIATTO, CCHlPLETf 

~~ 1 ■ i __ ( 

COiMaCuT : 


F1CN 


TO 


OATE 


_r.r„ Control U.J., Orfic. Meth-H. 


ACTION RE C0***0£0: 


2. 


f 2 L?jE FORM is TO BE COMTINUEO In USE. 

•• ■FFRINT without CHANGE. 

W. TEMPORARY REPRINT FENDING REVISION. 

r L!tC FORM SHOUIO NOT BE REFrinTEO. * 

“I " !!?«? U,n "- €*«*USTCO. 


a ; : 

J rf. REVISION TO BE SUBNIT T E 0 CATER. 

— : M s“o^^^ tT e T C -TOH°: J H C r , - Uf 




REMARKS: 


B. CONSOL I OAT E 0 WITH FORM NO . 

€. HOT SUPER S EOEO BT AMT OTHER FORM. 



Fig. 4. 


prJja°m S TlT 1 thir e \°^ f0 fl rmS T* “ C3rryin S out the forms contr 

—Sin 

an/p^ogress^reTordr 1 ' 01 ***’ “ WOrk SheetS ° r 35 Continui "g contr 

In the first category are such forms as the Form Desien and Annm i o 
quest. Fig. 1, and Forms Minimum Stock Level Notice, Fig. 4. The reque 
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firm is initiated by form-using units when they want a new form developed 
or an old one revised. The stock-level notice is initiated by the stockroom or 
supply unit when the supply of any form reaches a predesigned leve 1. L> 
the request form, the stock-level notice is a signal for review and action by 
the forms control staff, so that any appropriate design or procedural chang 
can be made before additional forms are printed. This ,s further discussed 

° n in a the 6 s 5 econd category are such work sheets as the Forms Analysis Chart 
of Recurring Data, illustrated in Fig. 5, a form to simplify the cross compan- 
1 ind Zple item analysis of related forms; and the Form Design Layout 
Sheet Fig 6 a form to simplify the spacing and sketching of form layouts. 
Then a a separate group in this category, there are the internal records for 
ctintrol purposes. Aside from the files, these include such records as th 
Forms Control Log, Fig. 2; and (not illustrated here) a form-number reg.stc 

^Thc^sColTol'Log (Fig. 2) is a chronological record of incoming 
and outgoing forms, their assignment for analysis, and the action taken o 
them The log serves as a basis for compiling a monthly report of work load 
and progress, and shows the status of any form under consideration Date- 
tamping the written request from the initiating office serves to .dcntify the 
form in question so that reference can be made readily to the corresponding 

011 When ‘the 'volume of forms to be controlled is large, greater flexiffility and 
easier reference may be achieved by maintaining a log on individual vcrt.ca 
or visible file cards. This method has the advantage of permitting record 
of completed forms to be pulled, with only records of forms being worked 
upon retained, and may be of assistance in the development of a forms 

Ca rl° B Form dumber Renter is a record of form titles and numbers assigned. 

A simple notebook or ledger will serve the purpose. The form title date, 
and name of the initiating office are entered opposite the assigned form 
numbers as forms are approved. The number register and catalogue; can be 
consolidated when straight numerical sequence of form number assignment 

' S ^forms' Catalogue completes the list of forms control tools. This usually 
is of loose-leaf construction. Supplied to the operating units for reference 
in planning and requisitioning forms, such catalogues have been found 
reduce duplication and the use of nonstandard forms. This catalogue can 
be one of several types: numerical and alphabetical by form-title listing; or 
a reduced-size facsimile of each form, arranged numerically by form number, 

or a combination of these types. 
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4. Administering the program 

With the structure up, “machinery” in place, and tools at hand, it takes 
administrative teamwork to make the forms control program pay the limit 
in operating dividends. 

As has been already pointed out, a written procedure tailored to the needs 
of the individual company is a must in every instance. To regard the proce¬ 
dure as a complete blueprint, however, would be a dangerous oversimplifka- 
tiom The written procedure can be a blueprint only for the simpler parts 
o the process. As such, it can help make bothersome details less bothersome, 
elp clear the way for the more critical tasks, and in doing so, help promote 
the teamwork necessary to bring the right knowledge and analytical skills 
to ear upon form problems at the right times. To expect more would be 

unrealistic. 

In actual practice the necessary analytical processes tend to telescope into 
each other. The degree to which they do so depends on the complexity of 
t e specific problem and the experience of the person dealing with it. Vari¬ 
ous aspects of a form—its design, its tie-in with work methods, the duplicat¬ 
ing specifications it imposes, its distribution requirements—may all actually 
o in process of analysis at the same time, with standards being applied 
t roughout the process. These critical activities, therefore, are not discussed 

ere in terms of any precise procedural sequence, though for convenience 
they are discussed separately. 

Registering and reviewing forms . Among the simpler yet usually quite re¬ 
warding stages of analysis is the review carried out in conjunction with the 
registration of each request for either the approval of a new form or the 
renewel or revision of an old one. This stage, before intensive effort is made 
to refine the design of a form, brings to light possibilities of combination and 

elimination. 

Cross comparison of forms. In the initial review a critical cross compari¬ 
son, or simple item analysis, of related forms may be made. The principal 
°o s for the purpose are a questioning attitude and a chart, such as the 
orms-analysis chart of recurring data already shown. Because it spreads out 

tio a S ^ n ^ C s ^ eet * n simple cross classification the individual items of informa- 
on sought on any two or more forms, it aids in quickly visualizing possible 
e etions and combinations. 

Thus, in Fig. 5 it appears that three of the eight forms listed—the tele- 

^ IV? 6 rnemo, t * le reminder, and the telephone-call form—might well be con- 
° i ated. More detailed analysis may be necessary, however, before a final 
e termination is made on such possibilities—particularly in dealing with 

complex forms. 
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Purge of obsolete forms. Not only should the work of eliminating or com- 
b.ning some activity forms make others obsolete and subject to disposal, but 
sto k inventory reports, routed to the forms control staff and reviewed m 
connection wiffi the registration and cross comparison of .active requests 
should provide a fertile source of information on slow-moving, obsolete, 

"Tt'radZble, in addition, to set up a system whereby the using units 
regularly submit information concerning forms which they have ceased using, 
so that prompt action may be taken to discontinue stocking them. Con¬ 
versely the forms control stall should notify using units when forms are - 
dally declared obsolete, and all such changes should be reflected immediately 
in the forms catalogue and in any procedural manuals or other instructions 

aff This d process of review and comparison should not only reduce the number 
of forms by logical consolidations but should quickly identify those wh.c 

lapse into disuse as a result of policy or operating changes. 

Analyzing forms and their functions. If the major values of forms contro 

are to be realized, however, it is important that forms be approached from 
a viewpoint broader than the mere analysis of recurring or duplicate d^. 

If a form guides or regulates the way work flows through an office,.« be 
tween offices, it is important to ask how well the form is designed to give tta 
guidance. If economical work methods are to.be followed in <‘ 
using the form at the various way points in its journeys, it is important tha 
its construction make such economical work methods possible, and that 

— to efficiency of method, forms must be 

su^cctt functional analysis. They must be examined in relation to he 
specific working purposes they serve (or fail to serve) «nd in relatmn tc 
specific working methods by which those purposes arc sought. Once th 
process has carried the analysis properly into the area of methods and pro¬ 
cedures, opportunities inevitable appear for procedural study and imp 

ment beyond the point of forms usage itself. , 

Such analysis requires a thorough knowledge of the flow of each forn , 
wilting method, and types and sources of information either drawnjrom 
added to the form as it moves from desk to desk. On the basis of ^h fact 
the content, layout, and design can be adjusted so that they serve the form 
purpose efficiently and economically. Forms with similar purposes can 
related and the procedures to which they apply can themse ves be stand¬ 
ardized or simplified. This analysis should be carried out with an 

which asks— 
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Does the form help to get the job done promptly, at a minimum cost in 
man-hours and with a maximum of service, accuracy, and utility in 
terms of the completed record or transaction? 

In asking and getting answers to such questions, the office-methods engi¬ 
neer can look at a form profitably from four viewpoints: (1) the writing 
method, (2) the procedure, (3) the design, and (4) the copy. 

Certainly these are not mutually exclusive. The conditions under which 
a orm must be used may arbitrarily govern the writing method or means of 
fill-in The writing method in turn may govern many aspects of procedure 
and design. Thus, the fill-in process is itself a part of procedure (either 
Within the company or outside), and the first three viewpoints mentioned 
writing method, procedure, and design—are merely different approaches 
to the same problem. The value of each is in double-checking the others. 

Wnting method (fill-in). The end use, the quantity used, the number ol 
copies filled in at once, the number and complexity of required entries the 
work steps involved, as well as the working conditions under which the form 
IS used, are primary considerations in evaluating writing method. 

, S ^ h , t i aSk !* S enterin g data > copying, computing, or tabulating may be 
andled by different persons or may be combined in a single job. The deci¬ 
sion to separate or combine tasks frequently depends upon the writing 
methods available. 6 

If handwriting is selected, special considerations may apply. Should cut 

or loose forms, padded forms, unit sets with interleaved carbon, or contin- 

uous autographic-register forms be adopted to facilitate the handwriting 
method? & 

Likewise, if machine-writing is selected, questions must be answered con¬ 
cerning size, mechanical specifications, and limitations of the specific ma¬ 
chines involved. Specified grades and weights of paper may be required. 
Arbitrary spacing may be imposed. 

All such questions must be settled before final determinations on either 
piocedure or design can be made. 

Procedures. In addition to the procedural aspects of making entries on a 
lorrn are all the activities leading up to and growing out of the act of making 

en n f. S c Usually these are less rou tinized and hence even more in the need of 
simplification than are the immediate tasks of making out the form. These 

are the “nine-tenths of the iceberg below the surface.” They are among the 
forms*'” 5 ,Tnphcatwns which staff P c °P* e ma V tend to overlook in developing 

Among these additional procedural and work-load aspects are: (1) the 
processes of tallying, searching, assorting, assembling, and computing which 
may be necessary before required data can be entered on the form- (2) the 
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making and routing of extra copies; (3) the excerpting or transcribing of 
selected data from the completed form for any collateral records involved; 
and (4) the ultimate review, interpretation, and end action without which 
the form and all the activity generated by it would be meaningless. 

Process charts can be used for following forms in their procedural move¬ 
ments and for analyzing the activity engendered at their various stopping 
points, just as they can he used to trace and analyze the movement of 
workers, materials, and components in a manufacturing process. Many types 
of charts are in use. Selected types, including a forms-distribution chart, are 
illustrated in P'ig. 7. It is not the purpose here to introduce new tools for the 
procedural analysis that should accompany forms control, but rather to stress 
the more apt and economical application of existing tools as part of the 
hand-in-glovc relationship of forms control to total office-methods activity. 

Presupposing the use of existing office-methods tools consistent with the 
nature and importance of the procedural problems met. the approach is the 
same whether the work is handled by personnel who specialize in forms 
work or turned over to other office-methods staff. 

Answers to such questions as these must be found: 

What work is done, and why ? Is all of it necessary? Does each step serve 
a recognized purpose and produce a desired result? 

Who performs each step, and why? Organizationally and occupationally, 
arc these the appropriate persons? Can tasks be rearranged, simplified, 
or combined for more efficient staff assignments? 

Where is the work performed, and why there? Can it be combined with 
similar work at another point to produce a greater volume and a more 
stable work load? 

When is the work done, and why then? Why arc the steps done in that 
particular order? Can peak loads be leveled off by better scheduling, 
to permit better staffing, more effective control, better quality, and 
higher average production? 

How is the work done and why that way? Can the method be improved? 
How about layout, setup, motion sequence, mechanical aids? 

By finding answers to these questions, the office methods staff is able to 
determine whether the form helps in the performance of a necessary function 
of the company. It is able to see more clearly how unnecessary copies of 
forms can be eliminated; how different forms can be combined so that they 
can be written in one operation; how the amount of information required 
—and hence the work of obtaining it—can be curtailed. 

By identifying or arranging common work steps in different procedures 
and then combining them, it is often possible to assure a more even work 
flow and to level off peaks and valleys in work load. 
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OBJECTIVE 


CHART TO USE 


ILLUSTRATION OF CHART 


To study the sequence 
or oajor operating 
steps In sn activity 
and the organization 
units performing 
then • 


WORK PLOW CHARTS give 

e general description 
of the steps In one 
column; other columns 
represent organiza¬ 
tion units. The con¬ 
necting lines show 
the flow of work. 


B 



MAIL CLERK 


To analyze the detailed 
steps in a flow of work 
that is quite cooplei 
or Involves several 
organization units. 


MULTI-COLUMN PROCESS 

CHARTS show steps In 
greater detail than 
on a work flow chart 
— symbols are used 
to describe steps. 


CLERK 


TYPIST 


ANALYST 


CHIEF 


OtSCftlPT|Os 


Application prepared f or eiaainatic* 


Ciiamed, certified and approved 


License prepared, validated and isu 


cd 


Distributed and recorded 



To study the detailed 
steps In a relatively 
simple procedure auch 
as one within a single 
organlzatIon unit. 




SINGLE-COLUMN PROCESS 
CHARTS are often drawn 
on printed forms; work 
How is shown by con¬ 
necting the appropri¬ 
ate symbols. 


o° 


° A □ 


o° 


To study the flow of 
copies of a multi¬ 
copy fora. 


FORM DISTRIBUTION 
CHARTS show the num¬ 
ber of copies in the 
fl rs t column. The 
flow of each copy of 
the form is traced 
from unit to unit. 





Application 

fo rm 

1036 






Case on Desk 


Cnter in register 


Out basket 


m 


m 


To file clerk 
C 


HI 


■nr 


T 


He 


To improve the layout 
of the office so that 
unnecessary steps can 
avoided. 


be 


LAYOUT FLOW CHARTS 
Involve a diagram of 
the office made to 
scale -- the flow 
from desk to desk Is 
sho*n by arrows. 




CHI if 14 







LEFT HANO 


To simplify the steps 
in an operation per- 
formed by one em¬ 
ployee. 


OPERATION CHARTS are 

of several types; the 
one shown in the next 
co Lunn is commonly 
used to study the 
notions of each hand. 


RIGHT HAND 


I • Move to drawer 


I • Move to 


Paper 


2. Pick up clip 


3. Move cl ip to paper 


2. Pick up paper 


3. Idle 


Attach clip to paper 


N. Idle 
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Design. The design of a form should evolve primarily from the methods 
and procedures of its use. To that extent design and layout considerations 
are products of procedural and writing-method analysis, or in fact, a con¬ 
tinuation of such analysis. 

Similarly, copy determinations—the wording used for item headings and 
for explanatory and instructional notes embodied in the form should be 
made in the light of the uses and users of the form. 

It is predominantly in the design development, proceeding from the func¬ 
tional design analysis, that standards arc applied. In terms of function, the 
following questions may help to evaluate the cfTcctivcness of design: 

Is the sequence of items easy to follow? Does the order of items on the 
form correspond to that of source records from which information is to be 
drawn? Arc the items laid out to make reference and clerical work as accu¬ 
rate and as fast as possible? Hit-or-miss arrangement invites mistakes and 



Exhibit A. 

lowers the quality and quantity of clerical output in transcribing or record¬ 
ing. Logical sequence, including the planned grouping and boxing of related 
information, speeds up such work and also simplifies reference to the com¬ 
pleted form by the end user. See Exhibit A. 

Does arrangement make for continuous execution? Has the line-flow con¬ 
cept been observed (will hand or typewriter proceed from item to item with 
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a rnmimum of travel) ? By whom, and in what order, will data be entered? 

If by different persons, will they each have to hop, skip, and jump all over 

the form or are the items grouped as nearly as possible to avoid searching 
backtracking, and eyestrain? ^ 

Does the design reduce the amount of writing to a minimum? Writing 

either by hand or by machine, takes time. Is maximum use made of such 
devices as check boxes and preprinted alternatives? 

Does the design take advantage of writing-machine characteristics? Is the 

orm designed for use in types of machines known to be available where the 

form is to be used? Would a slight change make it equally usable in a wider 

range of equipment? Do vertical and lateral spacing on the form match 

spacing of the machine? Is the bottom margin ample to permit use in the 
machine without slipping? 

Is the design consistent with the files or binders to be used? Will identi- 
bindmg a ? ta ^ rCadily ViSib ' C ^ th£ fi ' C? ArC adec l uate mar gi« allowed for 

Does the design simplify identification, distribution, and control’ Will 
titles, numbers or colors facilitate routing, dispatching, handling, and check¬ 
ing. i such devices assist in locating misplaced or delayed forms in the 
work process? Will arrows, pointers, fists, leaders, or other visual guides 
draw attention to points of special importance? Or arc such devices mis¬ 
used or overused, serving only to clutter up the form and distract the user? 

Is space used economically? Are unneeded borders eliminated to allow 
continuation of writing into margins? Has an analysis of completed forms 

item “h 6 OVCr a F TT J ° f tlme l ° VCrify SpaCC rec l uirem ents for individual 
terns. Have unneeded sections been eliminated in favor of either a smaller 

rm or more space at those points where actually needed? Is there a simple 

destnTd PrOV T n 7 the ° VerflOW ° r COntinuation of information to a 
designated space if regular spaces prove inadequate in certain instances? 

Does layout achieve proper visual effect? Will all copy be legible under 

conditions of use? Are logical relationships among subject headings borne 

out by correspondingly related type sizes and positions? Has recognition 

ffem^^Have 0 ITt ^ T detcnninin 6 se ^ence and position of 

cin, 1* H a P ° inters ’ S uide lines > Baders, and type variations been judi¬ 
ciously used to facilitate eye movement? J 

in C »° Py ' EVen u * he USe ° f a f ° rm ™ USt be based on deta; ied instructions 
as neaT if f “ pr ° cedural manuaI > form itself should be made 
Th eXP at ° ry 35 P ° SSibIe With ° Ut overburdening it with detail 

Sm 7 T Pardy ^ tHe ' ayOUt and arran S ement of elements on the 

itseff.’ 3 ^ y ment '° ned > but chiefl y by the literal content of the copy 
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‘■Copy” placed on the form to aid the user is of importance increasing with 
the complexity of the form. Even in very simple forms, however, wording 
can be a stumbling block. In fact, the time consumed in filling out forms— 
especially forms not used repctitiously—may be multiplied over and over by 
omissions, complexities, and ambiguities of wording. When hundreds of 
thousands of persons use a form, even a few lost minutes by each can total 
weeks and months of lost time—not to mention losses in worker morale and 

public good will. 

Applying form standards and getting results . It has been pointed out that 
standards for the design and reproduction of forms should be developed 
before any attempt is made to put a forms control program into operation. 
Once developed and circulated among all form-using units, the standards 
should find continuing use within those units as the need arises for new forms 
or the revision of old ones and as the first rough sketches take shape prepara¬ 
tory to any formal request to the forms control staff. In the forms control 
unit, the standards are applied throughout review and analysis, but espe¬ 
cially in the final stages as design and copy arc made ready for duplicating 

or printing. . 

Specific needs of an operation or procedure, such as the use of a window 

envelope, will frequently dictate many aspects of design. Certainly the rela¬ 
tionship of form to procedure should have been agreed upon by the forms 
control stafT and the using units, and a list of all required items determined, 
before any final application of standards is attempted. 

The sketching out of completed forms is simplified by the use of design 
guide sheets (Fig. 6). There are many types of design guide sheets, generally 
preprinted so that they can be photographically reduced or enlarged to 
various standard form sizes. The sheets arc calibrated in sixths and tenths 
of an inch, vertically and horizontally, so that spaces on the form can be 
ruled off quickly and with assurance that they will conform to standard 
typewriter line and letter spacing. Forms to be used for tabulating, book- 
keeping, or special equipment should be designed on special guide sheets 

obtainable from manufacturers’ representatives. 

Controlling storage and distribution. Sound storage and distribution prac¬ 
tices applicable to forms will assure that 

Operating units are supplied with forms when, where, and in the amounts 

necessary , 

Storage space is conserved: (1) by limiting the supply of forms on hand to 

feasible time-period requirements; and (2) by disposing promptly ot 
obsolete forms 

Production costs are minimized by ordering in economical quantities 
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Coordinated approach. Storage and distribution of forms normally are the 
job of an office services, publication and distribution, or similar service unit 
he Pnmary responsibility for formulating the storage and distribution pat¬ 
tern and the stocking and reordering procedure, however, may well be 
centered in the forms control program. In any event, that work, like most 

other work in the development and control of forms, requires close coordina- 
tion among the units concerned. 

In all cases, the general pattern of storage and distribution must be con¬ 
sidered along with design and reproduction specifications, for the factors 
are largely the same. 

Ta king inventory of existing forms and reducing working stocks within 
indnudual using units are the first steps in bringing form supplies under con¬ 
trol A directive instructing operating units to return to a central location 
all forms in excess of actual needs for a given period should clean out desks 
and bring supplies into the open. Except for current working requirements 
e supply of forms should always be stocked at central locations in order 

auan;r n 7 leS T b£ kCPt 3t a reaSOnable operating minimum. Initial 

units and ST* eStimated in the way, by the initiating 

its and reviewed by the forms control staff. After this initial supply has 

een determined, an account of actual usage should be maintained by the 

tockroom, along with current inventory records of all other forms Such 

inventory and rate-of-use information then provides the basis for establishing 

eahs ic minimum stock levels, distribution patterns, and reorder procedures' 5 

Determining quantities to stock. The factors to be considered in deciding 

how many of any given form to order and store at any one time are perhaps 

overlooked 1 1 "T??’ ^ ° f the m ° re im P°^nt factors be 

overlooked. Included among them are— 

Volume and rate of use 
Place of use 

Physical characteristics (size, shape, weight) 

Method of reproduction or printing 
Place of reproduction or printing 
Economical production quantity 
Economical shipping quantity 
Probable deterioration 
Possible obsolescence 
Availability and cost of storage space 

duItt Chi t f , Pr0bI T iS ‘° take advanta S C of the >° w unit cost of volume pro- 
und e Z f , at u Same time avoidin S undue use of storage space and 

as “peZanent”^ A Sh ° bs ° leSCenCe ° r deterioration. Forms are seldom 
permanent as they are expected to be. Changes in activities or 
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methods, requiring changes in forms, cannot be anticipated long in advance. 
The obsolescence of forms in storage and in distribution pipe lines often wipe 

out savings expected from volume purchases. 

Establishing minimum stock levels. Aside from determining economical 

quantities for ordering or reordering purposes is the problem of assuring that 
reorders are placed at the right time to prevent any lapse in supply to 
using units. This is the problem of determining the "minimum stock level” 
for each form—the inventory balance which denotes the reorder point. 

Factors entering into such determinations include— 


Volume of use 
Rate of use 
Place of use 

Time of use (one-time, periodic, or continuous) 

Time required for reproduction or printing and delivery 


The time required for reproduction or printing is particularly important 
and quite likely to be underestimated if controls are lax. This time will differ 
according to the method of reproduction, place of reproduction, and com¬ 
plexity of specifications. Printed forms ordinarily require more time than 
forms produced by office duplicator. Forms ordered from another location 
usually require more time than those produced locally. Multipagc, padded, 
or specialty forms normally require more time than single-sheet forms (cut 
forms). Forms that call for an extra color of ink or for extra bindery opera- 

tions require more time than those that do not. 

Alternative reproduction processes, as well as decentralized production 

facilities, should be considered when appropriate, as means of reducing de ay 
in stock replenishment and permitting the establishment of stock and reorder 

points at levels which are reasonably low but still safe. , 

As soon as issuances from stock bring the supply down to the designate 
reorder point for any form, the stockroom should notify the forms con ro 
staff (see forms minimum stock level notice. Fig. 3) so that any possibi 1 ) 
of revising or discontinuing the form can be considered and a reorder p ace 

if appropriate. , ... 

Establishing distribution pattern and procedures. In the local dis n 
of forms it is common for the using units to requisition initial quantities from 

the stockroom. Alternatives arc for either the stockroom or the reproductio 
plant to make the initial distribution on advice of the forms control stalk 
The choice of the procedure to be followed will depend on what operatm., 
units are concerned with the form, their locations, and their indwidu 
■quirements, as well as the distribution facilities available to the duplicati 

1 . ... i • IT. ClmSC* 


I 


‘quireimius, .. r „u cP . 

lant or stockroom. After the initial working supply is distributed, subs 
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quem distribution is by requisition from the using units to the stockroom 

On those forms which have been standardized for company-wide use a 

company headquarters can maintain bulk stock of forms and fill field-office 

requisitions on a monthly, quarterly, or semiannual basis. (In the case of 

forms peculiar to such an office, or of forms used in small quantities, it may 
be advisable to ship in annual quantities.) 

On the other hand, if quantities used in the field are large, it may often 
e more economical to have forms produced with distribution handled on 
a decentralized basis, rather than pay shipping charges from headquarters. 
This practice bears consideration particularly if field or local changes must 
be made in forms or if volume use of certain forms is concentrated in a few 
areas remote from the headquarters office. In any event, the cost of shipping 
ould be added to the cost of centralized production before comparing the 
tal cost with that for decentralized production. The reproduction or 
printing method desired and the availability of facilities for such reproduc- 

‘°" fie ' d > aS wel1 as the availability and relative cost of storage space 

in the field, are not to be overlooked either. 

Companies using many forms often follow a combination of these two 

patterns. Some customarily have all printed forms centrally produced and 

distributed, while duplicator-processed forms may or may not be, depending 

upon their complexity of design, the volume and extent of their use and 
other factors. ’ 

Before coming to a decision on such questions, however, all possibilities 
hould be reviewed. For example, if facilities for the desired reproduction 
or printing process are economically available in the field but the complexity 
ot design or the composition costs make it undesirable to decentralize the total 
pioduction job for certain forms, it is possible to retain the advantage of 

dec! ra t r “ mPOSitl ° n and at the Same time th e Shipping advantage of 

offs« nf't PrCSS and di5tribution havin S Printing plates or mats, 

offset plates or negatives, or preprinted or die-cut master stencils prepared 

at a central point and sent to field locations to be reproduced or printed 


Still a third pattern may be advisable in certain instances. A form which 
may have to be widely used, but only for a brief period, may be advanta- 
geously printed at a central point and distributed directly to all using offices 
Whatever distribution pattern is adopted, however, the procedure should 
be such as to assure accountability in terms of such considerations as have 

“ r r ed here ' If fieId production > storage, and distribution are in¬ 
volved, the procedure for such accountability must necessarily provide for 

regular reporting of form supplies and usage to the central control unit and 

lor occasional redistribution and balancing of stocks. In fact, the more 
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decentralized the storage and distribution activity, the stronger the central 

reporting system should be. , f .1 

Evaluating the program. A plan for evaluating results of the forms control 

program should be developed at the time the program is begun. Probable 

benefits should be identified and a procedure established for estimating, 

recording, and reporting such results. 

Among the many units of measurement which may be used for the pur- 

pose arc money, man-hours, and storage space. 

Among the areas susceptible of such measurement and reporting are 

Improvements in procedures which reduce backlogs, shorten total process- 

ing time, or reduce spoilage . . „ 

Improvements in writing methods that save time in typing or wntin 0 , 

clerical processing, tabulating, filing, and finding (particularly where 

such tasks arc done in great volume) . . 

Improvements in design that mean savings in paper, printing, stora 0 e, 

and distribution costs 

Many of the more valuable results will be intangible and amenable only to 

subjective appraisal. This fact alone, however, makes it all thc more im ‘ 
portant that those results which can be measured should be and that reports 
of such measurement be reviewed regularly by management in estimating the 
total dividends, spotting thc inadequacies, and charting thc future course 

the forms control program. f Arm ,fi n n 

Figure 8 shows a simple form as an example of the type of information 

which can be used for the monthly reporting of forms control progress. 

Keeping perspective. There is no escaping thc fact that forms arc neces¬ 
sary, often m large numbers. Without them, paper work would be many 
times its present volume. Yet there are forms that are not necessary, and 
these too may exist in large numbers. They should be eliminated. 

Among those that arc necessary, many arc unnecessarily expensive, in 
terms of either their production cost or their procedural usc-if notbodr 
In addition, many forms may be found expensive rom the using 
because of attempted economies in the printing. These should e p 

iced,” simplified, and standardized. „ pnpra . 

Savings to be realized by these means are considerable indeed. In gener , 

however, forms arc a reflection of the work methods, operating procedures 

and management know-how which give rise to their use. If ^ company 

forms constitute a simple, orderly plan showing clear and relate pu P > 

there is reason to believe that its personnel-knowing what they are do, g 

and why—may be giving fairly efficient service. If, on the other han , 

forms constitute an unintelligible tangle of red tape, it is pretty sate 
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assume that its methods and procedurcs-its service or relationships to the 

public—arc in much the same shape. 

Therefore, great as may be the savings from eliminating unnecessary 

forms and getting all necessary ones properly related to existing procedures, 

forms control offers a still greater value as a means of detecting the need to 

treat the procedures themselves. ...... , 

Here then, are the orientation and the challenge to which it is hoped 

this material has held in outlining some of the principal considerations neces¬ 
sary to the establishment of a forms control program. 

There are limitations, to be sure. The ideal of standardizing all forms and 
bringing them all under strict production and distribution controls, to avoid 
the waste, confusion, and inefficiency that are bound to attend uncontrolled 
practices, is a worthy goal. Yet, if well grounded, the staff having respon¬ 
sibility for bringing such controls into practical application will not, in its 
zeal, forget that forms control, like any other staff function, exists only to 

serve major operating objectives. It is no end in itself. 

There are times when forms that are essential to major operating obliga¬ 
tions must be developed, produced, and widely distributed almost overnight. 
The intrinsic value of the forms in question—though representing many 
dollars—may be insignificant compared to the overriding values of the 
operating objectives at stake. In such a contingency the risk of not having 
enough forms may so far outweigh the calculated risk of having too many 
that ordinary standards of production, storage, and distribution may have 
to go by the board. Any unused forms resulting may be a cheap premium 

for the operating insurance bought. 

On the other hand, without the effective balancing of a strong forms 
control program, pressures to justify exceptions on such grounds usually get 
out of hand. Certainly, therefore, complete consideration to all aspects 
(function, design, identification, production, storage, and distribution) and 
all their procedural and public relations implications must be given on the 
basis of regularized review and analysis, with a minimum of exceptions. 

With vigorous topside support, clear placement of responsibility for each 
step in a well-defined procedure, and close coordination to utilize the scat¬ 
tered talents that must be drawn upon, the centralized review and analysis ol 
company forms will pay oil in double dividends. 

5. Common standards for forms design 

As an aid to companies in developing their own standards for the physical 
aspects of forms, the following pages contain standards that have been 
selected from those now followed by many industrial activities. The lis 
covers seventeen characteristics found adaptable to standardization. A large 
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company may wish to develop more explicit criteria in the light of its own 
circumstances and to expand the number of different items covered as it gets 
under way so that specialized classes of forms-form-type form letters 
accounting forms, and others-may have specific criteria for their design ’ 

rn SU h Ch J ta K 3 r u r° Uld be aPPlied by tHe initiatin S un 't when drawing a 
rough sketch of the form to be submitted with the forms requisition and^bv 

e forms control stafT in reviewing the request and sketch or in making up 

before maldng a " y necessar V adjustment of specificafions 

before forwarding the requisition for duplicating or printing. 

Cut form sizes 

Any be CUt fr ° m 34 by 44 inches w bhout waste, particularly 

sizes 4/4 by 5</ 2 , 8/ a by 11, 17 by 11, 17 by 22, 22 by 34 

Normal file-card sizes: 3 by 5, 4 by 6, 5 by 8 
Post-card size: 3j/ 4 by 5/ 2 
Considerations: 

Avoid crowding content 

C °et f t°e r r m size, ^ St ° rage ^ fadlitieS < Le " ,f * aI size, 

F 'ma 0 ch,n n e d "c.) 0ffiCC ^ ^ ty P ewriter > bookkeeping 

Fit to standard-size envelopes 
Paper weight and grade 

Operating unit ordinarily should specify one of the following four: 
Mimeograph, 16- or 20-pound (basis 17 by 22) 1 
Card, 180-pound (basis 25/ 2 by 30 J4) 

Sulfite, 16-pound (basis 17 by 22) 

Bond (25 per cent rag), 16-pound (basis 17 by 22) 

v ^r C1Se specifi ^ ations ma y be m ade by forms control office 
ariations permitted on special justification 

Selection should be based upon— 

Handling requirements 

Writing method 

Number of copies to be made at one writing 
Length of time the form will be retained 

Printing requirements (£..., printing on two sides, by a given process, 
Fthng and storage space requirements (affected by thickness of naoerl 

b - »*pp> » ^ ^ 

Color of paper 

“* df ” empha “ - *» — «««"• mn g , 

stocke^by^foTprinter^Cu” f^m C sizes/^abov^) 6 ^ necessari ^ to size, 
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^ Reduce the need for colored paper by use of sorting symbols, bold head¬ 
ings heavy ruled lines, or other devices when possible 
Exceptions permissible for specific organization or operating require- 

ments. 

C0 Snedfytther than black ink only when fully justified by volume and 
^increased efficiency in use of the form and when the more economical 

nossibilitics of colored paper are inadequate 
Two-color printing should be avoided except under extreme justificat 

Identification and heading centered in space 

Heading may be centered across entire op , should 

to the left of any entry boxes placed in upper ngh . 1 PP S 
be designed for file or other ready-reference entrees tf needed) 

Within space decided upon, arrange generally as follows 

Form number and issuance or revision date-upper left earner 
Company name and location-upper left (under form number) top 
center (depending on its importance in use of ^m) 

Form title-center of top (under company name and location, 

item is centered). Use conspicuous type . , 

Run identification across botton, .( vcrttcal-Hocd f.nn, 

unless needed for file-reference purposes 

forms ,c,uirc few instructions other than c.pfion, and 
item headings. When required, instruction, usually should b 
Set in two or more narrow columns rather than fu 
Listed as numbered items rather than ,n paragraph sty e 
Placed as near items to which they apply as possible (unless lengt 

would detract from effective layout) 

When instructions are segregated on form, they should c p. 

At top right or top center, if concise and applicable to *c wh°lc 'orm 
At bottom, if that will make possible more economical use of space 

On reverse, if no space available on face 

A ' ff'namc and address arc inserted prior to mailing, position of name and 
address should be suitable for window-envelope use 
Forms requiring return should be properly identified as prodded ab 
bonus (mended few use in window envelope, must c.nta" » ^ 
regulations, which in general provide that nothing other th 

and address, and possibly mailing symbol f^ll appear in 
The form must fit the envelope to avoid shifting of the address. 

ard-sizc envelopes only should be used 

Preprinted names or facsimile signatures ^natures 

If form is to he stocked for continuing use, personal names o ^ ^ 

of officials should be preprinted only on special justifica . 

having large numbers of forms made obsolete by change of offic.als 
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Preprinting of titles only, and the use of rubber stamps or automatic 

signature inscribes, are alternatives to be considered. 

Form arrangement 

Align beginning of each writing space on form vertically for minimum 
number of tabular stops 

If box design is used— 

Serially number each box in its upper left-hand corner 

Start caption in upper left-hand corner, to right of number, leaving 
nll-in space below caption & 

Draw box size to provide sufficient space for fill-in 

Place essential information where it will not be obscured by stamps 

punches, or staples, or be torn off with detachable stubs 
Group related items 

Include to and “from” spaces for any necessary routing 

Provide for use of window envelopes, when appropriate, to save additional 
addressing 

To the extent practicable, provide same sequence of items as on other 
torms from which or to which information is to be transferred 

Arrange information for ease in tabulating or transferring to machine 
punch cards, if those are involved 
Check boxes 


Use check boxes when practicable 

Place check boxes either before or after items, but all in the corresponding 
positions within any line series 6 

Avoid columnar grouping of check boxes if possible, because of poor regis¬ 
tration when carbon copies are required. Place check boxes before first 

column and after the second column when there are two adjacent 
columns of questions 
Margins 

Printing margin 

Printed all-around borders usually should not be used, since they tend to 
increase production problems and costs 

In any event an extra margin of % inch, or not less than % 0 j nch) from 

edge of paper should be allowed on all four sides for gripping require- 

ments in printing and as a safety margin for cutting 

No printing—neither border nor text—should be permitted in that 
space 

Binding margin (printing permitted, but no fill-in items should be within 
these margins) 

For press-type fastener, side or top, 1 inch 
For ring binder, 1 inch 
Fill-in margin 

Top typewriting line, at least 1 / 3 inch from top of paper if possible 
Bottom typewriting line, not less than % inch from bottom 
Hand fill-in permissible above or below these lines 
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Space requirements for fill-in 

T TenCharacters to the horizontal inch, to accommodate both elite and 

Three filbirTspaces to the vertical inch, each space being double type- 
writer space 

H OrCthhd more space horizontally than for typewritten fill-in 

Three spaces 5 to the vertical inch, each space double that of typewnter 

space 

R Use^heavy 1'/.-point or parallel '/.-point rulings as first and last horizontal 
lines between major divisions, and across column headings 
Use ^4-point rulings across bottom of column headings, and above a tota 

nr balance at the foot of a column . 

Use hairhne rulings for regular lines and box lines when no emphasis 

Use y 4 -point rulings for vertical subdivision of major sections or columns 
Use leaders as needed to guide eye in tabular or sem,tabular items 

Signature and approval date 

Single handwritten signature usually goes at bottom right oflast: pg. 
Allow /. inch (three single typewriter spaces) vertically and 3 inche 

Two 'hand writ ten signatures normally go left and right at bottom of last 

Spacfbelow the 3/ 4 -inch bottom typewriter margin generally reserved for 
handwritten signatures and dates 

7 TwoSded forms ordinarily should be printed head to foot (top of front to 
bottom of back), especially if top-punched for binder use 
If punched in left margin for binder use, two-sided forms should be head 

Three-or four-page forms (one sheet folded once) should be head to 
head throughout if open-side style, and head to foot ,f open-end (so 
that, when opened for use, head of third page follows foot of second 

Hcad-to-foot open-end forms are preferable for machine fill-in 
For multipagc forms, separate sheets of proper page size should be u.c 
instead of' larger sheets folded to page size, unless the larger sheets ca 
be cut economically from standard paper sizes and run on standar 

printing or duplicating equipment 

Prenumbering . , . . A r. r p ~ r h 

Use prenumbered forms only if accounting or control is requned for eacn 

form or document 

Place number in extreme upper right corner 
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Punching 

For standard press-type and three-hole ring binders: 

Distance from edge of paper to center of hole should measure 3 / 8 inch 

If two holes are punched, for press-type fastener, the distance between 
centers should be 2% inches 

If three holes are punched, distance from center to center of adjacent 
holes should be 4j4 inches 

Consult printer for slotted, square, or other unusual punching, if necessary 


COMMON TERMS USED IN TITLING FORMS 


In selecting a combination of words for the title of a form it is important 
to indicate clearly and briefly the subject to be dealt with by the form (e.g., 
office materials”) and the function or purpose of the form ( e.g “receipt”). 
One way to avoid misunderstanding is to rely on words known to have com¬ 
monly accepted meanings among the group that will use the forms. Certain 
“function words” recur frequently in the titles of the more common types of 
administrative forms, and thus tend to become more or less standardized. 
Some of these are listed below, each with a brief notation on the purpose 
which a form would be expected to serve if its title included the word indi¬ 
cated. It will be observed that these notations are in no sense definitions; 
they merely show purpose or function in terms of forms usage. 


T erms 

Acknowledgment 

Agreement. 

Application 
Authorization . . 

Check list. 

Claim. 

Contract . 

Estimate . 

Follow up. 

Identification . . 
Instruction . . . . 
Inventory . 

Invoice . 

Itinerary . 

Notice . 

Order. 

Pass . 

Permit . 

Receipt . 

Record .. 

Report. 

Request. 

Requisition _ 


Purpose of form 

. . .To make known the receipt of 
. . .To offer and accept in writing 
. . .To request something 
. . .To permit an action 

. . .To verify, or to remind of action or data to be considered 
. . .To demand as due 

■ . .See “Agreement” 

. .To forecast or calculate approximately 

. .To remind of uncompleted action (tickler file or follow-up letter) 

. .To explain how (not to order or direct) 

. .To report or record a periodic count of stock on hand on a certain 
date 

. .To bill or charge for 

. . To list places to be visited, showing arrival dates or times 
• • To transmit an unsolicited statement of action or status 
..To order (procure) purchased materials, work, etc., or to order 
(command) to travel, duty, etc. 

. .To permit or license to pass, or to go and come 

. .To permit or license to perform a specific act 

. .To acknowledge delivery or payment given by recipient 

. .To retain an account of facts or data 

. .To transmit an account of action or status 

. .To ask for 

. .To formally request 
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Purpose of form 

::::: :£ ^ r ST- 

events 

C tnr i. record ... .To record stock on hand 

Transmittal .'..To send an attachment to another person or place 

FORMS CONTROL BIBLIOGRAPHY 

Selected government publications 

IWe, Louis A. “Winning ,he h-Mfe- ^<*£***Z 
(Superintendent of Documents), Vol. 2, No. 10, pp. 

Terfnioe Valley Authority, Knoxville. Principles of Design and Stand - 

ardration of Forms (mimeo.), 1944. 11 PP- , 

u S War Production Board. Principles of Design and Standardization of 

iZ, printed and o,he,wise eeprndnced. Superintendent ot Docu- 

ments Government Printing Office, Washington, D.C. 

US Department of the Army, Washington, DO Form, Control and 

Standardization (Technical Manual 12-600). October, 19 • 

US Bureau of the Budget. Simplifying Procedures through Forms Con 
trol Appraisal. Superintendent of Documents, Government Printing 

-^l C ’cZ::To f ^Duplicating Activities. Superintendent of Docu- 
ments, Government Printing Office, Washington, D.C. ■ 

Selected nongovernment sources 

Benge, Eugene J. Office Economies. The Ronald Press Company, New 
YOfk ’ Cutting Clerical Costs. McGraw-Hill Book Company, Inc., New 

CUrC^^^Upand Office Forms; Their Design and Use. McGraw- 

Hill Book Company, Inc., New York, 1925, 138 PP; Y k 

Flesch, Rudolph. The Art of Plain Talk. Harper & Brothers, New York 
1946, 210 pp. (Docs not treat forms as such, but may be help 

Frampton' 1 ^. Ellis. “How to Design Business Forms.” Office Economist, 

Frederick * Study of Forms and 

Reports.” Proceedings, 1921 Conference, National Office Managemen 

Association, Philadelphia, pp. 22-23. . Tn^tment 

Grant Daniel L. “Forms Control Offers Great Savings in Investment 

Offices.” Office, Vol. 30, pp. 54-57, September, 1949. 
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Harris, G. L. Simplification of Office Procedure and Standardization of 
Forms. American Management Association, New York, 1933, 16 pp. 
(Office Management Series 58). 

-. “You Can Save Money on Your New Forms.” Office Manage¬ 
ment and Equipment, Vol. 8, p. 69, October, 1947. 

Hart, Sam. “Inventory Control of Office Forms.” Comptroller, p. 562, 
November, 1947. 

Herrman, I. A. Standardization of Record Forms. American Manage¬ 
ment Association, New York, 1944 (Office Management Series 103). 

-. “Layout Sheet for Forms Design.” Office, Vol. 28, pp. 52, 53, 

September, 1948. 

Hutchinson, Waldo. “The Layout and Arrangement of Printed Forms.” 
Office Economist, Vol. 16, p. 7, March-April, 1934. 

Klopfer, Barret B. “Simplifying Office Forms.” Office, pp. 33-38, August, 
1947. 

Knox, Frank M. “Functional vs. Physical Standardization of Forms.” 
American Management Association, New York, 1936, pp. 30-42 (Office 
Management Series 76). 

• “How to End Office Expense Worries; Less Rigmarole in Paper 
Work.” American Business, Vol. 17, Nos. 7, 8, 9, July, August, and 
September, 1947 (series of 3 articles). 

— . “Forms Control; Good Design Basic to Cutting Expense of People 

and Printing.” NOMA Forum, Vol. 25, pp. 23-27, January, 1950. 

Leffingwell, William H. Textbook of Office Management. McGraw-Hill 
Book Company, Inc., New York, 1943, pp. 144-163. 

Lies, B. Eugenia. “Forms: Their Design and Use.” American Manage¬ 
ment Association Handbook of Business Administration. McGraw-Hill 
Book Company, Inc., New York, 1931, pp. 944-960. 

Life Office Management Association, New York. Form Standardization 
and Control, September 15, 1940, 52 pp. [Report 9 of the Association, 
processed (Acacia) ; prepared by Roland A. Mangini.] 

MacDonald, John H. Office Management. Prentice-Hall, Inc., New 
York, 1937. 

Means, George D. “Analysis—Applied to Forms and Paper—Effects 
Unbelievable Savings.” Office Economies, Vol. 3, pp. 12-14, March, 

1936. 

Neuner, John W., and Benjamin R. Haynes. Office Management and 
Practice. South-Western Publishing Co., Cincinnati, 1941, pp. 315-336. 

-. “Office Forms,” NOMA Forum, Vol. 20, pp. 6-7, April, 1945 

(a check list). 

The above list is by no means complete. Among many equally useful 
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references that could be added are other publications of the American 
Management Association, the Life Office Management Assocratron, the 
National Office Management Association, and the Soc.ety for the Advance¬ 
ment of Management, as well as booklets on the subject avat able from 
industrial firms including paper and forms manufacturers. Arttcles m such 
magazines as Office, Purchasing, Hospitals, etc., devoted to specia .ze 
Sties are rich in useful references of material ass.stance to forms staffs. 
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HOW TO BUY BUSINESS INSURANCE 1 

Introduction 

h ‘ S , s ^ ctlon deaIs with your insurance. It answers such questions as: 
at risks do we face? Can they be covered by insurance? Should we buy 
such insurance? How much do we need? How can we get the right cover¬ 
age at the right price? With what kind of company should we insure? Are 
savings in premiums possible? How can we effect them? 

Important matters concerning your insurance are pinpointed in this 
section. Problems which may arise when you make claim are considered. 
Insurance plans adopted by particular businesses are set forth. Methods of 
rate reduction are enumerated. A check list of common types of coverage 
is presented. How taxation affects your insurance is discussed. 


/. Insurance—what it is; what it does; how premium rates are figured 

The purpose of insurance is to indemnify people who undertake risk and 

suffer loss. The insurance policy defines the risk and states the conditions 

under which the insurance is written. It also makes clear the procedure of 
settlement of losses. 

Under an insurance policy, after a loss the insurance company need not 

put the policyholder in as good a condition financially as if no loss had 

occurred. In property insurance the measure of loss is the replacement or 

reproduction value of the property at the time of the loss, after reduction for 
depreciation and obsolescence. 

Public policy limits insurance contracts to liability for indemnity for loss, 
e contracts must not be used as a means of moneymaking and profit. The 

most the policyholder can collect from the insurance company is the amount 
oi coverage provided under the policy. 

The company is not required to make reimbursement for sentimental 
values. Nor are anticipated profits, lost when business is interrupted because 
of some casualty—for example, a fire—collectible from an insurer unless 
special coverage has been arranged for, and additional premium paid. 

The insurance contract is a personal one. Generally, it cannot be trans- 


' Awreciation is expressed for the assistance rendered by David I. Rosenbh.m ot 

State • | OI ,k Bar - and the Honorable Monroe Flegenheimer, member of the New York 
draft ofThi ’ educator, and insurance consultant. They read the firs^ 

f the major part of this chapter and made valuable suggestions. 
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ferred without the company’s consent. But there are some exceptions to this 
rule for example, life insurance contracts and marine insurance contracts 
And in other cases the insurer may alter the personal nature of the contract 
by endorsement. Therefore, if you contemplate assigning your insurance 

contract, make sure that the company will honor the assignment. 

As a buyer of insurance you know that it substitutes certainty for uncer¬ 
tainty. In effect, policyholders pool their hazards. As a result they lose the 
fear that expensive, perhaps catastrophic, losses may occm. This fear is 
replaced by confidence that the insurance company will usuaUy make promp 
settlement. The period of interruption of business is reduced, the date of 

return to full business activity is brought very close. 

You can determine exactly what the cost of insuring your property will be. 

It is the amount of thr premium. , . 

Some firms prefer to be self-insurers. They do this out of the desire to 

save money. These firms plan individually to absorb, as costs of doing 

business, any losses they may suffer from fire, burglary, or other casu- 

alt Frorn time to time the self-insurers set aside funds as a reserve-gainst 

losses. The amounts reserved are based on an estimate of losses to 

expected The reserve procedure should be actual tally sound. 

However, if an uninsured firm sets aside no funds whatever to meet losses 

it cannot properly be called a self-insurer. It would be merely a firm with 
'"'a not her important problem encountered by the self-insurer is the setting 

Self-insurance is' relatively uncommon. In fire insurance the » 

practical only where a company has a large number of property.widely 
distributed. In health, accident, and life insurance, self-insurance is even less 
common. This is so because to operate safely and effect,vely, coverage o 
this type must take in a very large number of people; othenv.se it is not 

Wher! a plan of self-insurance is in effect, the firm should buy catastrophe 

I,— This is ..ideation 

able when losses exceed stipulated amounts, those which the ^lf-m u 

estimates it will be able to carry without assistance. Insurance ompanies 

known as excess insurers accept risks over and above the pa 

self-insured firm is prepared to assume. . 

The contract of insurance is called the policy. It shows the names ^ 

policvholder and insurance company, the type and amount of msurance 

the premium and period of coverage, and it enumerates the general rules an 

conditions which are applicable. The policy also contains the special 

684 
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it"" " hiCh "** “ >“"«'■'» W or property or ^.rl 

‘''"o'"I be -crittco so lhe descriptions 

-i ~ ** SJKW; t:;“ if; —•— 

policies Thf'Z f ff: rocommended are referred ,o a, concurrent 

coverage known as nonconcuring It'often 3 ° f dissimi,arit y of 

adjustment of losses, which could have been avoldhad "he'po^' ‘T ^ 
concurrent. LU nad the policies been 

aref '»>“* «».u,io„„ r o m the coverage. These 

under the policy. I„ f a 'c,, c »en Thcff”’"," f "'"ted 

certain insurance policies i, ■ , , , * k ’ as uscd m describing 

refers to contracts which provide insurance * 

specifically excluded under the policy ° Pe " S CXCept th ° Se 

~»""i£““ T ti; -“PP^o-ury »cions called "endorse- 

amendment; o, the Condi,ZsTS pXf - 

incidents or - •*** 

a, T “ol c tT °J T “ d ^tilT.™” 0 ^' 

items and S i„f ,f f f «“X?T' ,| ; PinS - *• - 

Although premium, Jould f fid “ t% 2f »' 

be had. H aupneate, only one recovery could 

itefcof S'fhfmfrr'-T mtems, h, , h , 

risk against which insurance h Ivalhible T^ ** 3 reSU,t of a 

interest would be to allow gambling. ’ Permit insurance without such 

work'^hey^ary with^he'exposure'andTre^basecTupmi'und^ 61 ^ 3 ^' 6 aCtuar ’ a ^ 

once. The insurance companies try to sTthrZ Underwritin S ex Peri- 

; f doins busin - and 

tially by your company’s loss ^ ^ ** Subs ‘ a - 

tbe SS ^^7^7 the b3SiS ° f 3 dep ° sit resenting 

Policies provide for period^“ o Sonl *“h Th ~ 

msurance company or the refund or credit to be given the insuLd" 

suranee companies consider carefully the physical hazards and the pos- 
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-ihl<- moral hazards ofTercd bv the risks presented for coverage. But it appears 
;' h b ' he companies will occasionally write policies on unattractive risks as 

„ iak . pooihlc the retention of profitable business rtlresd, on the tnsnr.nce 
r— b no. oiTcrod on the- tern,, «-«££ »* 

“StSl. tZZZlZZ , g e are 

SI" ",Z 'see, ions end no, in others; some polio, Cause, .re 
mandator, in eertain territories, permitted in others, and no, ail.wed rn 

still others. 

2. The coverages available 

ins^ra^^ S Ymr'know^ha^i^of^c^nianyH^dvantagcs 510 !! substitutes certainty 
dent Banks and commercial credit grantors insist that borrowers be covered 

• h l, i r::;™;~r« rr t C »ur,e, .he comment, made in this see,ion eon- 

hemfve 'ZZZZZZ. ^ -hi„„ P*,, 

and broad form money and securities policy. 

Classified in the most simple fashion, insurance companies 
groups: fire and marine; life; casualty and surety. These compam 

the following types of coverage: 


Accident and health 
Automobile: fire and theft, collision, 
bodily injury, and property dam¬ 
age 

Boiler and machinery 


Burglary, robbery, and theft 
Business interruption and loss 

use 

Fidelity and surety bonds 
Fire 


of 
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the coverages available 


Inland marine 
tion) 

Liability 

Life 

Ocean marine 


(inland transporta- 


Plate glass 

Sprinkler leakage and water 
age 

Workmen’s compensation 
Miscellaneous forms 


Sec. 19 


dam 


.os^^t^r ranCe fr ° m thC P ° int ° f VieW causes of 

PfXrf *°’ ° r u deStrUCtion ° f > Physical property 

“ d - A—*- ^ 

supplies were interfered with ^ ° r dcstroycd ’ or because 

Miscellaneous causes, i„cls. di „ g the at „ f olhm 

p™X u I b ;r ;z™ d xr r - -r" v« 

sion, wind hail rint -i . 5 gbtning, sprinkler leakage, explo- 

breakdown or explosio’n ZouZ72ery 

Pliers' premises or withXributors eo" “ d "*«!«"*», stocks at sup- 

premises, motor vehicles, or merchandis^inTrLsT^ mSta " ed CUSt0mers ’ 

or Z't" r"h«, a t .tTlT ■ h “ P “ 0 - ” Property, 

ties, actions of your employees, contact with ylTvehTcl^^T aCtiV ‘' 
your machinery and equipment. ^ ^ V<? ° F Cx P Iosi °n of 

; z:r/2:?;z - 

“'x:: b rrz 

cause damage to materials in process, under refrigerado^^ aCUVlt ' eS may 
heated rooms. ingeration, or in specially 

or o;iSX“X , Sr > '“"f ab ° m 'r ° f ™rch.„ d i,e 

Stare law, bV 

ro the writing , h “ M P “”*>»«. 

ploskm^ , earthquTke* 1 ^waT r rfsk Wi b dS ‘ t0rrn> • eXpl ° si ° n Except boiler ex¬ 
automobile fire'and^heft, ilnd mar": rTT^’ ^ insurance, 
ocean marine 5 marine (inland transportation!, and 
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Casualty companies. Public liability, burglary, plate glass, boiler and 
machinery, workmen’s compensation, fidelity and surety, accident and 

BotT^e and casualty companies. Automobile property damage, collision, 
sprinkler leakage, and water damage 

Until recently, in most states, fire insurance companies were not penning 
to write liability policies, except through affiliates organ,zed for such pur¬ 
pose and at consequent additional cost and expense. Nor were casualty 
insurance companies permitted to write fire policies. But mult,pie- me under¬ 
writing—popularly called “package” policy-bills have now largely removed 

^Tlwtcmasc in recent years in the availability of all risks policies and 

pa r k; -r i y o^. Th* 0^^ 

P ° •’ 1 mrlier abroad. Foreign countries have for a long turn perrmtue 

ffieTssuTnccof a single policy insuring all the risks covered by fire and cas- 

m“<XTttes permit the issuance of package insurance 
policies A stock or mutual fire or casualty company may thus issue a si g 
policy, covering fire. UnhiU.V. eo^pc-joo.Uon, 

T' linnnci.il cc,nice,non,, n,e me,, to, 

t;-JSTS=5 

’mIJSSS Z. were designed in part as a convenience 

to purchasers who wish to place all their insurance business 

indicated with one insurance company in one transact,on. Policyholders wU 

generally find it more economical and more convenient to have a single 

ike 

h Wi& .he major 8 ro„pc o. j-— 

Clearly it is not feasible to discuss all these in a smg c needed 

ation is given herein to the major types of insurance "h'ch mj 
by you-those which are most likely to be of interest. And present 

and problems in underwriting are also discussed. Ocean-marine^ 
a highly technical field and one of little concern to the average bus - 

is considered only briefly. 
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THE COVERAGES AVAILABLE s 

You must make your selection of insurance front among several hundred 
classes available. Perhaps you will seek the advice of an insurance broker 

hazard° f ^ H ° wi " know thp field of insurance and will recognize 

hazards requiring coverage. Through your cooperation with the insurance 

offered by you/businesf" SPeC ' a ' bCCaUSC ° f the P rob,ems 

It is to be noted that many policies whose titles might appear to indicate 
overlapping coverage represent quite different protection. For example a 
ruckmen s cargo policy covers the truckman’s legal liability to a shipper for 

IS r„ £ whilc * — 

. i 0 rr„ f eov " ,s '' b » -“ d - 

oumorne i of Uran tl C - 'Z *1 3 dirm '° SS ’ tHat is ’ ° ne which is the d -ect 
citeTT o lnc ' d «>t5 as fire, burglary, collision, or sprinkler leakage, to 

because If th' “ ” “"sequential, ‘hat is, one which results 

because of the occurrence of some other event. 

ThlsZlulZZ’ ^. bre m ’g h t consume or damage your business premises. 

an inZ t t ^ ^'i ^ SUCh direCt dama S e or might also cause 

intermmed TfiT a . rC * ult t .? f the fire y our busine * activities would be 
errupted The loss from this interruption caused bv the fire would be a 

,OSS - YoU buy insurance against it; your purchase woZ 
oe called business interruption insurance.” 

the R c e a C s e e n ofa a tb r ° UP r °V nSUra r Ce experts StUdied the insuran ce desirable in 
° f a ‘heoret.cal manufacturing enterprise of considerable size Their 

y demonstrated how complex the selection of the required types of cov 
“SlS dol! im “ beC ° mC ' The ' he ° r ' ,i “ l -to totaled 

oa^ e f'Ti aCCOUnt ° f the experts ’ disCussion mquired some forty-five 
ons and d T T"^ ^ 6XpertS reviewed their recommenda- 

were summa T problems ' TheSC su PP lem ^tary deliberations 

summarized in approximately thirty additional printed pages. 

New Car ’ therefore ’ that y° u must review your insurance periodically 
New coverages are often introduced and rates on those already available 

under MrS™ ? The neW covera S e may be broader, for example, 

times even less ’ ^ PremiUmS may be but littIe more, or some- 

caZlif insurance may prove, through experience, to be unnecessary, be- 

quent e prOSpect ° f nsk has dwindled. It may be eliminated, with 7onse- 
q conomy. Or perhaps insurance only recently unobtainable or 
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considered to be excessive in cost is now obtainable or feasible pnee- 

Somc kinds of insurance arc needed only in certain areas and not in others. 
For example, earthquake insurance may be sought by west coast business¬ 
men and tornado insurance in the areas where this phenomenon occurs. 

Also, special coverage is needed in particular circumstances For example, 
where a lease provides that the lessee return the premises in the same condi¬ 
tion as when he took occupancy, and there is no exclusion except for damage 
through the elements, the lessee should take out insurance against riot, civil 
commotion, and explosion. And owners of buildings should obtain coverage 
for the cost of removal of debris in cases where there is possibility that total 
loss will be sustained, and this insurance is not already provided under their 
policies. As further illustration, a clothing manufacturer may obtain insur¬ 
ance which will cover for the reduction in value of the remaining parts of 
suits of clothing, when one part, the trousers, jacket, or vest, is destroyed or 

damaged. , 

Many special forms of insurance arc available, but the circumstances 

under which they apply may be restricted. So be sure to read your policy 

carefully and to make notations or summaries concerning what is covered 

and what excluded. . *. , 

The forms prescribed frequently vary among the different territories, anc 

the rules and procedures of rating organizations, as well as the premium 

rates, arc not uniform from state to state, nor necessarily from area to area 

within states. You should try to become familiar with the forms and rules 

of your own area. 

Perhaps, because your risk offers unusually great hazard, insurers may be 
unwilling to cover it at the standard or commonly available premium, n 
such case the insurance department of your state may authorize upward 
adjustment of the standard premium for your risk. Or, if coverage is not 
available at any premium, the statutes may authorize your broker to obtain 

it abroad, or you may make such effort yourself. 

There is constant need for new types of insurance. For example, while 
radioactive materials are in wide use in industrial laboratories, at this writing 
it is reported that no insurance protection is available against damage or loss 

from radiation. 

The following notes, arranged alphabetically by subject, relate to specific 
coverages available: 

Accident and health insurance aids in protecting people against the hard¬ 
ship of loss of earnings that may result from accident or illness. The coverage 
provides benefits in case of illness or disease, or injury or death from accident. 
Frequently it is made available to the employees of a company under a group 
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plan, at a lower premium cost per policyholder than that for policies written 
individually And commonly the employer contributes part of the premium 
or pays all of it. (Also see Cash sickness insurance, below.) 

Accounts, receivable insurance is used widely. It covers losses caused by 
a company s inability to collect outstanding receivables because the receiv- 
ble records have been destroyed or damaged as a result of an insured 
hazard. Accounts receivable insurance is to be distinguished from credit 

insurance. The latter covers against inability to collect from debtors because 
they have become insolvent or have failed. 

Accounts receivable insurance is obtainable on a monthly reporting basis 

2S*V,“ rf d * **“• recoi ‘d s —written, 

in ' 1" any other fa.hio„-are maintained 

in a sate place, away from the original set. 

Assessments of additional premiums may be levied against the insured 
before or after losses occur if the insurer is a mutual company, although most 

charge a fixed P° Hcics - Stock —P-nies, on the other hand, 

charge a fixed premium and do not generally pay dividends to policyholders 

ments bv'the 6 ° Ut ‘ hC P ° Ssibi]ity of additional assess- 

ments by the mutual company. 

catW m ,2r t inS f UranCe re 7 bC SUbdivided into the fobo'ving major classifi- 

In” rtdT®'- “" d A " d ,h "' °»"V stibclatsffications/forms, 

manifold as wdl as a comprehensive policy—to provide for the 

manifold requirements of owners or operators. 

bv^bbT 0 ? 06 liabiHt r , insurance P rotects you against financial loss caused 
out of To. PetSOn u lnJUry and damagC t0 ° ther pe °P ,e ’ s P ro P c rty arising 

some L the fT r Z ° f aUtomobiIes - Y °“ -ay have overlooked 
i the following liability coverages: 

N yoTbu^ne P ss liabiIity ’ Y ° Ur empl ° yees may be usin S their own cars on 

Hired-car insurance. You may be using hired automobiles. If the renting 

gency carries liability insurance, there will be a substantial reduction 
m your premium 

0 operatirT^h 6 ' Tmcking firms or other independent contractors may be 
p ating their own cars while engaged on your business. Here, too if 

owners are insured your own premium will be less 
thesThuadonT 316 adeqU3tely P rotected a g a -st claims or losses arising in 

mafirT CCrtai " autom °bile liability policies, provision is made for auto 

the poi;rv erage i° r dayS ° f automobiles acquired after the beginning of 
P y period. To retain the insurance beyond the 30-day period, you 
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must report the acquisition. The automatic coverage is available only if all 
your cars are covered by the same company; if not, it applies only to auto¬ 
mobiles which replace those already insured. 

The number of automobiles you own is important. If it is large enough, 
that is, five or more, you may obtain fleet insurance at a reduction in pre¬ 
mium. But the cars must be owned by one insured under one direct operat¬ 
ing management. If the risk is large enough to qualify, experience rating 


may be available. 

There has been much controversy concerning the respective merits of 
automobile fire and theft policies containing an “actual value” clause and 
those containing a “stated value” clause. The latter states the maximum 
amount of settlement in case of theft or complete destruction. 

A point to be considered is the direction in which prices are moving. If 
commodity prices are going up, clearly an actual value clause would be 
advantageous. But there is something further to be said for the actual value 
policies. In insurance, generally, the valued type of policy is comparatively 
uncommon, and policyholders appear to be reasonably content with the 
settlements effected by them under the more common nonvalucd policy. 

Bailees , for example, fur-storage warehouses, tailors, cleaners, dyers, and 


similar businesses, may obtain insurance against loss or damage to property 
of customers. Where property is received by a bailee for servicing, the limits 
of liability of the insurance company at individual locations, in total, and in 


transit, should be adequate. 

Some bailees’ customers’ policies cover losses of goods entrusted to a bailee 
whether or not the latter is legally liable for the loss and irrespective of 
whether or not the loss is due to his negligence. Though there are some 
exceptions—for example, the furriers* customers’ policy—bailees’ policies are 
generally written on the basis of the bailee’s gross receipts, which must be 


reported monthly. 

The rates on bailees’ customers’ policies, other than those issued to dyers, 
cleaners, and laundcrcrs, vary with the type of merchandise, the fire rate, 
and the type of coverage sought, including the perils to be insured. An appli¬ 
cation form must be submitted. It provides the information needed by the 
company in deciding whether to write the risk, and in establishing the rate. 

It is to be noted that a special form of policy is available for tailoring and 
pressing shops and hand laundries whose gross income is small. The policy 
is sold at a fixed total premium. 

Boiler and machinery insurance covers loss caused by accidents to boilers, 
machines, pressure vessels, engines, steam turbines, electric generators, 
pumps, electric motors, compressors, transformers, power lines, fans, and 
similar objects and equipment. Indemnity is provided for the damage caused 
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The need for coverage against dishonesty by employees cannot be over¬ 
emphasized. There have been many recent accounts of large losses of this 
type attributable to defalcations carried out over long periods (see also 

Fidelity insurance, below;. 

Bridge property damage and use and occupancy premium rates vary with 
the type of bridge, its age, the type of construction, and the location. So 
that it may be in a position to compute the premium rate, the insurance 
company will either ask for an engineer’s inspection report or obtain its own. 
The insurer will also require blueprints or drawings and photographs of the 

structure. 

Building policies generally also cover improvements to buildings. 

Burglary insurance, as the term is generally used by the businessman 
(though it is not correct technical usage), includes theft and robbery cover¬ 
age There arc numerous types of burglary insurance, namely, safe, open 
stock, safe deposit, inside holdup, messenger robbery, paymaster robbery, 
merchants’ protective policies, bank burglary and robbery, storekeepers 
burglary and robbery, office burglary and robbery, all-risks policies, and 

others. 

Burglary policies protect the insured only if entrance was effected forcibly; 
protection is not usually in effect against sneak thievery unless additional 
coverage has been obtained, at an additional premium. Theft insurance 

policies do not require proof of forcible entry. 

Mercantile open-stock burglary insurance covers the loss of merchandise 
or equipment through the burglarizing of business premises. This policy 
includes a coinsurance clause which may make necessary contribution toward 
the settlement of losses unless adequate insurance coverage has been taken 

out. 

Office burglary and robbery policies provide broad coverage against bur¬ 
glary and holdup to small business places which do not handle merchandise. 
The premium is very low; coverage may be extended by endorsement, at an 
increase in premium, to cover gold, platinum, and other metals and articles 
used by dentists. The policy covers, to a stated limit: inside and outside 
holdup; kidnapping and safe burglary; office burglary, robbery, theft, and 
larceny; burglary of night depository or home of custodian; damage to prop¬ 
erty and premises. 

Paymaster robbery insurance provides coverage against loss of payroll as 
a result of the robbery of its custodian. Endorsement is available providing 
extension to payrolls of all risks coverage of the sort made available by the 

broad form money and securities policy. 

If you are eligible for it, you will find a broad form, or all risks, money 
and securities policy valuable. It insures against loss from almost any cause 

694 



the coverages available 

b “ rsl ">- "T. 

«r** rr°«c,j rh „ c ff “ v ;r ,h “ * he 

robbery policies. ' sar e-burglary or messenger- 

^ r 5w; f PartiCUlar in “ l ° ^chants and 

equipment, or merchandise should^onsid^n bt F ” $ ^ bUlldmgS) ma chinery, 
and occupancy” insurance thk ! obtammg n. Also called “use 

loss caused by the suspension of bus - protccts tbe policyholder against 

property occupied resulting from ** V * ° f physicaI da mage to the 

terms of the policy the Zs erm T b" ° Ca$Ualty - Und er the 

the policy. mUS * have occurred a ‘ a place described in 

i " , T ption >mm: “- po»b.«. 

be placed in the p" do n Drofi S iS bdng stored, he should 

loss not occurred ’ Pr ° fitW1SC > *» which be would have been had the 

anrtLTrl-rrrn^tt'Vhtr "" 011 P °' ideS “* the 

and continuing expenses TxcS.nfoT 35 ° ne -t profit 

desires it, ordinary payroll mav be r * payrolI l and , if the insured 

of at least 90 da£ Y ' COVCrCd ** a SeCOnd for a period 

J«*r¥;“ r p:s.[rr h st r u Tr 5 *- red " rf ^ 

including ordinal,’p^’f “ Wy 

insurance clauses of 50, 60,' 70, or 80 per cenfThT""" 8 ’ '° rm 
cornsurance unde, rhe tsvo-iten, f,,,,,/;.. 80 per <*■“"*«« «' 

°~°ZZ TZ'Z^TZtZZf Z p " iod - 

Item 1 of this form Tt 1’. b yOU w,n buy coverage only under 

into two groups at the TmTof’n 'V*’ 1 y ° Ur C,assif >' in S employees 

and ordinary. ° f PUrCh3Se ° f the insurance, namely, essential 

olSlacrorSr "" f0m ” b ' “'7 Considering, amon . 

country, ”5 ' (rebieir are „ n i, ori „ , h ta„, = 

»d ^iotu^rXSr P ” f ° r ‘ ,i ” ry P,yr ° 1 ' ” 

■bouMTcheckedoOm", "" *■«, sales, costs, ,„d expense, 

requirements “ . eompM w fT"" ' h,, ,h « “““~»ce 

adjustment endoriTent U nde r ^ meth ° dS ‘° ° btain a premium 

nt, under which premiums are returned where there 

695 



HOW TO BUY BUSINESS INSURANCE 

Sec. 19 

has been overinsurance, or to provide for die inclusion in the policy of the 
agreed amount contribution clause, under which there is no coinsurance 
penalty if the coverage is maintained at the agreed amount. The clause is 
available only to manufacturers or merchants whose premises represent 

superior risks. 

Cash sickness insurance legislation has been enacted by a number of states. 
This provides for weekly benefits (out of a state fund contributed to by em- 
ployers, employees, or both, or provided by insurance company coverage), to 
employees for disabilities resulting from nonoccupational injury and sick¬ 
ness. In states where such legislation is not in effect, many employers have 
arranged with insurance companies for group policies to be paid for by the 

employer or by both employer and employee. 

Casualty insurance is concerned, for the most part, with losses arising out 

of the insured's legal liability to third persons. It is commonly divided into 
these subclassifications: liability; workmen’s compensation; accident and 
health; and burglary, robbery, and theft. Each of these is discussed ,n this 

section. r v r 

Cattle floaters cover all livestock except horses. The terms of the policy 

may generally be arranged to suit your requirements. 

Comprehensive insurance policies provide coverage, under one contract, 
against all the hazards of the types covered by individual classes of insurance 

policies, except risks which arc excluded specifically. 

A number of comprehensive policies arc common, namely: three 

policy (dishonesty, disappearance, and destruction) ; bodily injury and prop¬ 
erty damage (including automobile liability); personal liability; store¬ 
keepers’ liability; farmers’ personal liability; general liability. 

The latter policy includes coverage of—and is based on the rates for . 
these classes of liability insurance: manufacturers’ and contractors’; owners, 
landlords’, and tenants’; elevator; protective; contractual; and products. 
The comprehensive general liability policy may also be obtainc wit tit 
exclusion of contractual and products liability, and property damage cover- 

age may also be omitted. f . 

These policies arc not all risks policies. Items excluded may often 

included by endorsement at an additional premium, or may be written sepa¬ 
rately The exclusions exist to make it practical to write the remaining 
coverage at a premium which will be attractive to a large number of poten- 

tial users of the comprehensive policy. 

In some states blanket or comprehensive crime coverage policies are aval - 

able Such policies cover the dishonesty of employees, as well as burglars', 

robbery, theft, holdup, larceny, forgery, fraud, and other enumerated risks 

both on and of! the premises. Other states, not sanctioning the writing o 
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some areas the increased or excess cost of repair or rebuilding of the property 
damaged, to meet local ordinance, is also covered under demolition insur¬ 
A number of states permit insurance companies to write depreciation in¬ 
surance on buildings and building service equipment. This coverage is also 
known as “replacement insurance.” In the event of loss, for example, by 
fire, the insurance company pays the cost of restoration, without making any 

deduction for depreciation. , 

The policy conditions generally include that rebuilding must actually take 

place and that the new building must be located on the site formerly occu¬ 
pied by the one destroyed and must be of similar construction. 

Some states prohibit such insurance as violation of anti-valued-property 

laws; others arc silent on the question. 

When depreciation or replacement insurance is endorsed on fire policies, 

in some territories the entire policy-both the original fire coverage and the 
endorsement—becomes subject to a 100 per cent coinsurance clause 

Under electric and neon sign insurance policies, coverage is obtainable 
against fire and other damage or loss to signs and to street clocks. 

Elevators should be covered under these classes of insurance: public lia¬ 
bility, property damage liability, collision, and medical payments. 

Employees’ insurance—group health, group life, life insurance, and pen¬ 
sion trusts—has become increasingly important to business. Many enter- 

prises carry one or more of these coverages. 

Accordingly, the subject is discussed at greater length in “The insurance 
you need,” under the caption “Employees’ insurance—group health, group 

life, life insurance, and pension trusts,” beginning on page 717. 

Errors and omissions insurance protects mortgagees against unintentional 
failure, through error or omission, to have insurance in force on the property 

under mortgage. . , f 

Excess insurance is coverage which becomes available to the insured alter 

the loss has reached a certain amount, or insurance available after the cover¬ 
age provided by other insurance has been exhausted. 

Extra expense insurance, a type of consequential coverage, indemnifies for 
extra costs, charges, and expenses suffered in conducting business while t c 
premises which were damaged are tinder restoration. For illustration, a busi¬ 
ness house might suffer such extra expenses as these during the period its 
premises were being restored: moving, cost of repairing or altering new 
premises, advertising and mail costs to notify customers of new location, 
overtime pay to employees during moving and reorganization period. 

Fidelity insurance policies provide coverage against the dishonesty of em¬ 
ployees. It is desirable to take coverage with large loss limits even thougi 
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Cost of replacing records 
Debris removal 
Demolition 

Depreciation and increased cost of 
construction 
Earthquake 
Errors and omissions 
Explosion (off premises) 

Extended coverage: direct damage 
done bv aircraft or motor vehicle, 
explosion, hail, riot and civil com¬ 
motion, smoke damage, windstorm 

and tornado, fallen-building-clausc 

waiver 

Extra expense 

Fire-department service charges 

Hail 

Improvements and betterments 
Increased cost of const!uction 

Inherent explosion 
Interest and amortization charge 
Leasehold improvements 
Leasehold interest 
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Legal liability (common carrier, 
warehouseman, and others) 
Malicious damage and vandalism 
Market value clause 
Metal smokestacks, awnings, etc. 
Patterns and dies 
Premium insurance 
Profits and commissions 
Rain 

Rent and rental value 

Replacement 

Riot attending a strike 

Riot and civil commotion 

Selling price clause 

Sprinkler leakage 

Standing timber 

Storage charges 

Tornado and windstorm 

Trees and shrubbery 

Tuition fees 

Unearned premium 

Use and occupancy 

Vandalism and malicious mischief 

War damage 


In fire and allied lines it is possible to include in the policy a claw*: pro¬ 
viding that in the event of loss, the property damaged will be valued 
price at which it is sold, or could be sold, reduced by discounts and any osU 
or expenses with which it would have been assessed if loss had not 

Fire insurance on improvements and betterments protects a tenant s in - 
cst to the end of his lease in improvements made to an owners property. 
In view of the complex questions which may arise relating to the respect! 
rights of lessor and lessee, it may be desirable to obtam one policy covering 

the interests of both. r , . , • 

Fire policies do not protect property in case of loss from explosion, 

a fire results from the explosion. Thus if explosion hazard exists, cxplosio 

insurance is obtainable, under a separate policy. • 

Other methods of coverage are available, however. In some jurisdictions 

an explosion clause may be attached to the fire policy; in others, the ex¬ 
tended coverage endorsement (discussed below), including coverage against 
explosion, is added to the fire policy; in still others, protection is provided 

under a riot and civil commotion policy. 

Multiplc-locat’on fire coverage is available to an insured having two or 
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more locations, without regard to whether they are in the same state or in 
different states. Insurance may be obtained under a single policy for furni 
ture and fixtures improvements and betterments, merchandise and supplies 
Buddings are excluded from this coverage, as is generally machinery ^ 
Cham stores make use of multiple location coverage because it simplifies 

the med y rendcrin S easier the control of coverage, through 

eporTnt'I 1 ** The P° Iic >’ is mailable on "a monthly 

reporting basis, or on a nonreporting, coinsurance basis Y 

at Inad'd V ded , COVCrage Cnd ° rsemcnt ’ attac hed to a fi.'e policy and obtained 
at an additional premium, provides for the extension of insurance to cover 

ss or damage to the insured’s property caused by aircraft, explosion hail 

T;; r ; h e, -; io ' and r •»•**■* • •*».« ~„r„, ti 
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bove. In some territories the extended coverage endorsement is replaced 
by a substantial equivalent, known as the supplemental contract ‘ 

In a community where the local fire department makes a charge for 
csponding to a fire, the insured may obtain coverage under a fire depart 
mem sewtee clause, which provides indemnification for the cost of obtaining 

Floater policies cover property at any location in a given geographical 

r«e”d T ,r *r .' Vi,hln “"*■ Th “ cLirCe* 

ountered in ordinary business are— 


Air cargo 
Bailee 

Bailees’ customers 
Bicycles and hand trucks 
Bridge builders’ property damage 
Bridge builders’ risk 

Bridge builders’ use and occupanc 
Bridge and tunnel 

Camera and projection machine 
Cleaners and dyers 

Contractors’ equipment 
department store 
Exhibition 
Film 

Fine arts 
Floor plan 
Funeral directors 

Furriers’ and fur storers’ customers 

Garment contractors 


Horse and wagon 
Installation risks 

Installment sales and leased property 

Jewelers’ block 

Laundry 

Lodge paraphernalia 
Miscellaneous movable articles 
Motor-truck cargo 
Movable equipment 
Musical instruments 
Neon and electric signs 
Ocean marine 
Parcel post 
Patterns and dies 

Physicians’ and surgeons’ instruments 

Processing risks 

Processors’ risks 

Professional instruments 

Radium 
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Registered mail and express 

Rolling stock 

Rug and carpet cleaners 

Salesmen’s samples 

Scheduled property (various) 

Scientific instruments 

Silverware 


Stamp or coin dealers 
Theatrical properties 
Trailer contents 
Transit floater 
Transportation 

Trip transit 
Wool growers 


Property of a mobile or floating nature, for which more specific forms have 
not been provided, may be covered under special floater forms. The premium 
rates vary, depending on the nature of the property, the use to which it is 
put, where it is usually kept, how it is transported, the coverage desired, 
and the specific fire insurance rates applicable to the property. The policies 
usually contain a 100 per cent coinsurance clause. 

Floater policies are available covering merchandise shipped on approval, 
or goods rented or loaned to others. In such cases the coverage is in effect 
while the goods are in transit as well as while they are in the possession of 

the recipient. 

Scheduled property floaters cover specifically designated or specifically 
identified moving or floating property while in transit and at temporary 
locations. The perils covered arc enumerated, and include fire, theft, tor¬ 
nado, and transportation risks. This type of coverage may generally be 
extended to cover your particular needs. The policies arc based upon a 
proposal form and arc written on a 1-ycar or 3-year basis. 

Salesmen’s floaters arc available covering samples of merchandise inciden¬ 
tal to your business while in the charge of named salesmen. These floaters 
do not cover jewelry and furs. They carry a 100 per cent coinsurance clause, 
and may be written for 1 year. 

Merchandise in the possession of a dealer and in transit at his risk, which is 
subject to a floor plan type of borrowing from a lending institution to pay 
for the merchandise, may be covered under an all risks floater, known as a 
“floor plan merchandise” policy. The goods at risk arc identified by name, 
serial number, style, or in similar fashion. The insured must submit a 
detailed application or proposal before rates will be quoted by the insurance 
companies. Under this policy monthly reports of values at risk are required 

General cover is the term applied to insurance on goods—and on supplies, 
furniture and fixtures, and improvements located in stoics and warehouses 
—at a number of locations under one policy. The specific amounts of 
insurance in effect at each location change to correspond with the figures 
reported periodically by the insured. 

Inland marine insurance, speaking generally, is coverage on items which 
are in transportation inland at least part of the time. This transportation 
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coverage insures, for the most Dart* fl) * * . . 

the ocean and ?) , P ( } ltems in transit elsewhere than on 

Qcean, and (2) personal property of certain types, wherever located 

L,ability policies protect property owners and n h, , 

cl "™ o, injuries p P cr ,Ls L pi aSa ‘"“ damaS ' 

Property damage liability insurance covers against claims for d a 
the property of others caused by the insured Bodilv damages to 

Vidcs coverage again., Cain,. o“ oOh. dt* o77 -T 

viduals who are no, employee, ol ,he insured ' nJU,,, '” d " 

,he £ e ori"h Un ocr' al " “ 7““ 

by .he policy. The Insurance company “m To »7v aI “"f”™ “ VOTd 

~:7r'XTo,7t r,h - b r ~ 

in,ured-,l, ,„ , he , imlU provIded'in^hfTninl^ii again ‘‘ ‘ h ' 

There are many ,yp« of public liability policies. They include, 


Automobile 
Automobile nonownership 
Comprehensive 

Contractors and subcontractors 

Contractual 

Druggists 

Elevator 

Employers 

Explosion 

Farmers 

General 

Malpractice 


Manufacturers 
Medical payments 

Owners, landlords, and tenants 
Personal 

Physicians, surgeons, and dentists 
Products 
Safe deposit 
Sports 

Sprinkler leakage 
Storekeepers 
Teams 

Workmen’s compensation 

the^corporation ma^be ^fd'd’^ direCt ° rS > and stockholders of 

mium This end b * n the covera S e without additional pre- 

to the succe,: ; Se r m ShOUld be WOrded 50 as t0 “tend the coverage 
uccessors of those at present included in the policy S 

availTbihl f n S ‘mf ""I reCCm T ChangCS “ Publk liabili ty i-urance is the 

ran 7 n man y states of a comprehensive policy. One rnntr^f 

that "oec-fT ^ ta ‘ ned P rotcctin g the policyholder against all liability except 
pt specifically excluded under the policy. Y P 

in von” thOU j H , y ° Ur liabilit V be only to take reasonable care of goods left 
carele CUSt ° dy by ° thers > would be well to insure yourself against suit for 

carelessness or negligent handling. g st suit tor 

ity atiZgZt I ? anufaCtur f r ° r contractor and seek coverage against liabil- 

insurance f V< T W ° rk ’ be P re P ared to sub mit this information to the 

company: location of work; description of work; estimate of wages 
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or payroll during the policy period; information whether any other insurer 
has canceled a similar policy or declined to write such insurance within the 
last vear; indication whether operations sim.lnr to those for which coverage 
is being sought are being conducted elsewhere by you, with designation of 

^Owners’ landlords’, and tenants’ public liability policies provide coverage 
on claims resulting from the existence, use, or maintenance o buddings or 
property. The claims arise because of accidents to people other than the 

insured’s employees. 

Provision is often made in public liability policies for automatic coverage 
of new operations or new locations. There is generally a limitation on the 
period of time within which the insured must report the changes if coverage 

15 Products-l'iability insurance protects a manufacturer or seller against 
damage claims arising out of the use or handling of products which are 
produced, sold, or distributed by him. The claims must generally be based 
upon events which occurred away from the insured’s place of business. There 
are some exceptions, however, including, principally, food-handling risks. 

The manufacturer, distributor, or retailer may be sued for damages sus¬ 
tained as a result of negligence in the manufacture of the product, or as a 
result of use of the product, with disastrous results, for a purpose for which 
it had been warranted to be suitable. Coverage can be written separately 
or through endorsement of the public liability policy. Distributors may be 

included' in the manufacturer’s or dealer’s policy by endorsement. 

Under the policy the insurance company will pay whatever sum within 
the limits of the policy, the insured is legally liable to pay because of injury 
illness or death, or because of the destruction of property resulting from the 
Ztor handling of the product in question. Coverage is not restric ed 
food and drug and related products. There have been suits involving elec¬ 
trical apparatus, children’s games, chemicals, machinery, adders, hearing 
lids and children’s uniforms made of inflammable materials. 

I„ obtaining products liability coverage, consider the desirability ol .-» • 

,ancon,1, obtaining insurance again,, claim, based on sale. —“ 
before the date of writing the coverage, and on sales made abroad as 

in this country. «* - n ~ 

A hotel or department store which operates a beauty parlor may obta n a 

beauty-parlor malpractice liability policy or appropriate endorsement of. 

comprehensive general liability policy. Likewise, if it sells food for 

sumption oil the premises, a products liability policy may be obtained 

products liability indorsement added to the general liability policy. 

Life insurance may be taken out by a company covering major ofhc , 
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L'"? stock insurance is available covering cattle and farm horses. A special 

The wvera e ge V pro a vS e e anl d a ' S horses ’ P o!o P°nies, and saddle horses, 

coverage provides indemnity for the death of the animals 

difference 0 '^ ^ ^ by 3 ma nufacturer to cover the 

semnTZ T n C ° St and Sa ' eS Price (thc ,atter after deduction of 
or lost Th- 1 ™ 1 3r eXpenses n0t lncurrcd ) of manufactured goods destroyed 

~, h »: r^™=r r,n “ po,ici " ^—- 

A lost or destroyed instruments bond must generally be suDnlied 

bond S )' r pap^r °or doc 3 dUph . Cate ° f 3 valuabIe security f stock certificate or 
1, p per, or document in replacement for one which is lost 

covemdTvtn' ^ ^ 5°°^ ^ ^ re Placement cost, may be 

by insurance under some circumstances ^ 

injtnSLf n 7” tS C] T e “ 3 deSirable additi ° n t0 3,1 auto mobile bodily 
Pay up to an !T 3 Sma ” premium the insurance company wifi 

injuries' TeceLT whileT^’ l" d h ° Spit3 ' bi " S 3risin S -it of 

aliU,- , whlle driving an automobile, or while a passenger in 

J^ like JiiT„d u * n d" inS '«■'*. W-1 «P»,ei 

of ^n'll^ZT PO, Si e ’ “ V " and display sign, 

risks basis as a s ’ 7 ^ The SignS m3y aIso be insured ™ an ^11 

casualty compani PPlC ™“ tary e " d0r ! ement ° f 3 p,ate S Iass P° b cy, issued by 
neon aL eXC,USi0 " S *“ “ m3ri " e 

a Ocean marine insurance covers losses from hazards of the sea. The cover- 

cargo, a^ a fre- ty w eS, K ,S divided into tbr ee classes, namely, hull, 

including fi re and C 7^' InSUr3nCe 15 avaiIabIe against numerous risks, 
and salvLe ch a rir P M 10n ’ S . tr3ndmg ° r sinkin S> “Hision, general average, 

°n an all risks^basis.' mSUr3nCe P ° IlC,CS are a]so obtainable covering 

A special all risks paraphernalia floater covers flags, banners, uniforms 

705 



HOW TO BUY BUSINESS INSURANCE 

Sec. 19 

religious articles and vestments, lodge and other paraphernalia It is im¬ 
portant to note that the policy must be endorsed with the insured s warranty 
that the property covered will be kept in a locked room, compartment, or 
other such place when not in use. The policy may not be written for a 

period longer than 1 year. 

Parcel post policies cover, on an all risks bas.s, merchandise incidental to 
your business, while in transit by parcel post, registered or unregistered 
mail or in the custody of the Post Office Department within the limits of 
continental United States, the Dominion of Canada, and Alaska. The cover¬ 
age is available for small shippers on a coupon policy basis (detachable 
coupons being inserted in the package or with the invoice) or, for large 
shippers, on an open policy basis (with provision for monthly reports of 

The coupon book type costs a given sum per coupon, in books, or units, of 
100 200, and 500 coupons; the rates on the open policy coverage vary wit 
the type of commodity, annual shipment volume, and loss experience. 

Examples of the types of goods frequently covered are trimmings' cloth, 
grey and finished goods; general merchandise; photographic supplies, books, 

magazines, and similar materials; property sent out for processing. 

Patent or patent infringement insurance covers loss resulting from in¬ 
fringement by others of the insured’s patent or from suits against the insured 

for infringement of patents belonging to others. 

Plate glass insurance provides coverage of a host of items other than plate 
glass windows, among them, mirrors, showcases, shelves, neon and electric 

signs, and partitions. . . • 

Power plant insurance is 

dental injury to your power plant. In addition to covering equipment 
for generating power, it insures power storage and distribution equip- 

Where, during processing, a company ships its merchandise from one of 
its plants to another, blanket coverage (insurance on one or more items o 
property at one or more locations) over both plants might be desirable, 
rather than specific insurance at each plant. This is the case because, whde 
it might develop that the total coverage was adequate, the value of t e 
merchandise at risk at one of the plants might exceed the coverage in ettcc 

there 

Raw materials or unfinished goods in the hands of processors, such as 

bleacheries, spongers, dyers, or tanners, for treatment, may be covered 

against loss or damage by either owner or processor. , 

Many kinds of property damage policies are available, among them t 

following: aircraft, automobile, contractors or subcontractors, contractual, 
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~zz z^izl'sTJ- 

“ P ^ whLif'rribf°r cr - h ~r scenery> cos,umcs and ^a^cai 

named plays, l^r^Z c t ^UntTf 7^*°" ° f 

aBrrr«.xasS5; 

■ter; rr; *™r c ' ot re " c,,, “ -- 

distibut P o P rs rS ’ trar t fl T Cr " rCC ° ,nmCnded in cases where manufacturers 
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available 8 on • ^ 7 " eeds ° f the specific policyholders. Coverage is 
The r various bases, including, under some conditions, all risks 
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those for shippers th ,SkS f C ° mm ° n f °' n,S of the transportation floater are 
tered-mail policTes’. mot °c-truck carriers, and parcel-post and regis- 

belon17^“ S “ ,gle tr ' P ’ P ol ‘c>es cover individual shipments of goods 
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policy. The nerfls ° m 7 ^ P ^ Spccific a% named in the insurance 

U * P ls msuied against are enumerated in the policy. 

premium insurance is available covering prepaid premiums lost 
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to the insured when claims under the policy are paid. For example, if a 
3-year term policy were taken out and after a short time settlement in the 
face amount of the policy were made, the prepaid premium would generally 
be considered consumed under certain types of policies, and the insured 
would have to pay another premium to reinstate the insurance. 

Workmen’s compensation and employers’ liability insurance represents 
coverage to provide the benefits prescribed by law' for employees who are 
injured during the course of their work. Credit is obtainable in computing 
the premium for satisfactory loss experience. 

3 . The insurance you need 


In Sec. 2 the types of insurance available were considered. The present 
section is designed to help answer such questions as these: What insurance 
do we need? How much should we take out? Can we drop any of our 
present policies? 

An insurance program must be tailored to fit the needs of a particular 
company. Thus your coverage must be arranged to fit your special require¬ 
ments. The insurance program of another firm in the same business will 
be of interest and may be used as a guide, but the special requirements of 
your own firm must be given principal consideration. The suggestions 
below will help you decide what insurance is needed, what may safely be 
omitted, and whether self-insurance is practical in your case. 

How much insurance you need, and what classes, depends on the kind of 
business you run, its size, and the types of risks you encounter. 

In considering whether to buy a particular type of insurance you must ask 
yourself these questions: What will this insurance do for us? Flow much 
should we acquire? What will it cost? 

Every business is confronted by risks. A prudent firm will take steps to 
lessen the risks as far as possible. Protection may be obtained against many 
of them. It is better to be safe, by being insured adequately, than to find, 
when a loss occurs, that you arc underinsured or without insurance. 

The query, at the time of buying insurance, “How much will this extra 
insurance cost?” yields at the time of loss to the more disturbing queries, 
“Did we have enough insurance?” or, “Were we covered for this type of 
loss?” Overcconomy at the time of placing insurance often proves to be 


unwise. 

Therefore, you should consider purchases of coverage in the order of their 
importance. Some classes of insurance, says the Department of Commerce 
of the State of New York, are essential; others, desirable; still others, avail¬ 
able. The essential ones are those without which a business might suffer a 
catastrophic or financially destructive loss; the desirable coverages protect 
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nofh* types ° f ,OSS f Which OCCUr f^quently but whose occurrence would 
ot be as senous; the available group protects insureds against losses less 
serious in nature and less frequent in occurrence. 

In summary, buy every form of coverage you may need, in limits hieh 

yourlbilhv P tOD Ct f° U ’ h akmg ‘ nt0 COnsideration >' our financial standing and 
your ability to pay for the insurance. 

pu^Sr T f s should c,carIy be insured ’ for exam P Je ’ fire > b -gia ry , 

Theft and co, V - ’ r ^ aUt ° mobil «> Iiabib ty> Property damage, fire and 

Witho r °i ' Ut ° ther risks can rcadi 'y be carried by the insured 
withou significant financial inconvenience in the event of lols 

whthtrriraT^ 1 ^ P,ate - glass in the case of a business 

ich has only a few showcases or a few small windows. Or as another 

example where only occasional shipments are made, representing onf low 
values it is questionable whether these shipments need be insured The 

Ah theT a, d' SmaI1 ’ a K d C ° Uld CaSil> ' bC b ° rne by the firm a ^cted. 

1 the hazards must be considered. You will be perplexed bv these 

questions: Should we cover the probable loss? Or the possible loss? Gen 

2 =Sr=* 

of a n , , added coverage you seek may be obtained by endorsement 

the - P 3 rCady ln cffect ; on other occasions a new policy is needed If 
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operatioitset^an^ JJ" quarters, 

the losses, as well as you ways ot minimizing 

3fety rl ‘ eaSUreS Whlch ma y bring down insurance rates 
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economics in stores keeping, and methods of eliminating duplication of 

work or of present insurance coverage. 

Cheek your list of assets and exposures against the notes and suggestions 

in this chapter, and against the list of types of coverage beginning on 
page 750. Look over the specimen insurance plans which are presented 

beginning on page 739. 

In deciding what insurance you will need, these factors, among others, 
must be considered: 

Activities: What do you do? What products do you make? Sell? Or 
what services do you otter? How do you ship your products? Do you 
use trucks? Automobiles? Do you own them? Rent them? 

Financial affairs: How much arc your total assets? How are they sub¬ 
divided? How much do you earn? What arc your costs and expenses 

_types, amounts? Which costs and expenses arc fixed? What are the 

approximate amounts? 

Facilities: What facilities do you use—buildings, machinery? Where are 
they located? What arc their descriptions—dimensions, layout, type of 
construction? Do you own them? Lease them? What did they cost? 
When? What arc they worth now? Where do you get your power? 
Do you have elevators? What type? Do you have a railroad siding? 

Staff: How many people do you employ? What arc their duties? Do they 
handle money? Do they use their automobiles for your business? Docs 
the manufacture of your product present occupational hazards? Possi¬ 
bility of occupational disease? Do you make available group life insur¬ 
ance or other benefits? 

Surveys of insurance coverage arc often undertaken in behalf of business 
firms by insurance brokers or agents, or by special insurance consultants. 
These reviewers summarize the coverage, indicate whether it is adequate, 
and suggest additional insurance when they consider it necessary. 

The survey should answer these questions, among others: Is coverage 

0 

omitted on any property owned? Is coverage maintained on property no 
longer owned or controlled? Arc there any defects in the present coverage? 
Are the forms correct? Are the amounts reasonable? Inadequate? Exces¬ 
sive? Is there duplication of coverage—two or more policies of different 
iypes, for example, a fire policy and a floater policy, covering the same 

items? 

Arc the properties insured described the same way in all policies? Arc 
the policies written so that they are concurrent? Are the best forms in effect? 
Arc all the endorsements correct? Are the premiums computed correctly? 

Are there any suggestions for revision of present coverage? Acquisition of 
new coverage? Where a policy is not of the standard form, and another 
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meet the coinsurance requirements. If a building or other property bought 
in a period of low prices is insured on the basis of its original cost, it may 
well be that your present insurance coverage is too low. 

Consequently it is desirable to have a margin of safety in valuation where 
a coinsurance clause is in effect. Some firms insure their property up to 
90 or 100 per cent of the estimated full value, despite the existence of an 
80 per cent coinsurance requirement. They consider the extra insuiance a 
desirable margin of safety against error in evaluation and rise in price level 
since the last date of evaluation of the assets. Where a policy contains the 
100 per cent coinsurance clause be sure to insure for the full amount at risk. 

Make frequent checks of the value of the insured items. This will reduce 
the possibility of paying premiums for coverage no longer needed, and will 
help avoid the more serious possibility, failure to maintain insurance at a 
figure high enough to cover values at risk. One of the most practical ways 
to keep your building and equipment adequately insured is to obtain an 
appraisal by a reputable appraisal company. Thereafter the appraisal com¬ 
pany can keep the figures up to date with relatively little difficulty. 

As an alternative, relating to buildings, you might, from time to time, 
make estimate of the average cost on a cubic-foot basis, using periodic 
indices of construction costs. Then obtain enough insurance to cover the 
estimated cost of replacing the building after consideration of estimated 

depreciation. . „ 

Depreciation insurance, commonly called “replacement-cost insurance, 

may also be obtained in certain states. Under its terms, in the event of loss 

the insurance company pays the cost of restoration, without making any 

deduction for depreciation. 

In deciding how much insurance to carry, do not place your entire reliance 
upon book, or ledger, figures. It may have been your company’s custom, for 
example, to charge off as an expense, immediately upon acquisition, the cost 
of small tools, dies, and minor items of fixtures and equipment. Yet a con¬ 
siderable total of these items may be in use. Periodic inventory of all the 
company’s assets will result in recalling such nonbook assets to mind, thus 
paving the way for their inclusion in the insurance coverage. 

Note that renewal of policies at the same figures as the maturing policies 
may be improper because of the rise or fall in value of the items covered, 
either because more were acquired, or because some were sold, or because 

prices rose or fell. , 

Always read your policy, including the sections in fine print. And make 

notes on your readings. This will help you remember what your policy 

covers and what it excludes. You will discover such things, for example, as 

that a windstorm and hail policy docs not cover damage to the interior of the 
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building from rain, sand, snow, or dust unless wind or hail first damages the 
w a Is ° r roof of the building, the rain, sand, snow, or dust then entering the 

ca^e'tLtZge ^ ^ ° f -nd or hail, to 

At times a binder will be obtained in your behalf pending writing of the 
A k Cy> ° r , dc . C,S10n by the msurance company whether to accept the risk 

name y °oTth r " ^ y °« » writing, including The 
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Concermng your automobile policies, be sure that limitations on distance 

date She" H ° f P ' 3CC ° f P ' incipaI gara S in S aie kept up to 

ate Otherwise difficulties may develop in adjusting your losses. 

boffifv - Pr ° Per T damage liabiiity C ° Verage 35 wel1 a * insurance against 

wheneverTis a° rT. ^ ^ ° Ut med, ' Ca ' payments insurance 

it is available, particularly since the premium is low. 
any states have passed financial responsibility laws relating to personal 

soonTsTn onTT damage , daims gainst operators of automobiles. As 

• P ra or has had an accident involving damage exceeding 

present«f 1V I^ Smal ‘ SUm ’ CvidenCe of such financial responsibility must be 
printed. Insurance coverage is accepted for this purpose. 

of your eTploveeT ^ T , cc ! vered against liabilit y rising as a result 

work. USS ° f tHeir ° Wn Cars durin S th e course of their 
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A blanket position bond large enough to cover the maximum likely to be 
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involved in a loss is often used. In addition an excess commercial blanket 
form may be desirable, lest there be an unusually large loss. 

Under boiler and machinery policies, certain equipment subject to the 
hazard of explosion, but excluded from explosion coverage under the fire 
policy, may be insured. This equipment includes boilers, pressure vessels, 

pipes, turbines, and steam engines, among other items. 

Both direct and indirect loss may be covered. The latter includes use and 
occupancy insurance, consequential loss coverage, and loss attributable to 

power interruption, or to explosion off the premises. 

As part of the benefits of the contract, the insurance company supplies a 
boiler inspection service. The suggestions of the safety engineers often help 


prevent losses. 

Where property is leased, under some circumstances nonownership boiler 
and machinery coverage is desirable. The explosion of a boiler, pressure 
container, or machine not operated or controlled by the lessee might cause 
damage to his merchandise and fixtures. And where a plant adjoins others 
and there is a possibility of loss because of explosion at the adjoining plants. 


ofT-prcmises boiler coverage is desirable. 

It would be well to consult an engineer to ascertain whether you need 

boiler and machinery use and occupancy insurance. Would the explosion of 
a boiler seriously handicap operations? Would the breakdown of an ap¬ 
parently unimportant item of plant equipment hold up production seriously. 

Or, on the other hand, if your power equipment failed, could you obtain 
power elsewhere at a cost approximating that of operating your own equip¬ 
ment? Engineering analysis can best help you determine what the hazards 
are, and to what extent general plant operations will be affected by the non- 


functioning of particular parts of the plant. 

Business interruption insurance, often called “use and occupancy insur¬ 
ance,” may be needed. Fire, explosion, windstorm, or cutting off of facilities 
of supply might bring about the discontinuance of earnings of a prosperous 


company for a long period. . 

If your company has a number of plants whose operations arc mterde- 

pendent, business interruption insurance, when written, should be taken on 

the entire enterprise. If this is not done, prorating the earnings of the 


various plants may be difficult. 

The manufacturers’ form of business interruption insurance covers tne 
loss of profits on unfinished merchandise. Additional coverage, called profits 
and commissions insurance, is available, insuring against loss of profits on t c 
factory’s finished product. The nonmanufacturing, or mercantile, form 
covers loss of net profits on all merchandise, as well as those fixed charge 
which continue; additional profits and commissions coverage is not neede . 
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You may be dependent upon certain sources of supply for the product on 

imerrumionrn ^ c | csirability of obtaining contingent business 

interruption insurance to cover the loss that might result from the cessation 
of operations at suppliers’ plants. cessation 

Do you have any key equipment, the sudden breakdown of which would 
cause damage or loss to other equipment, merchandise, or property? The 
failure of power equipment, where there was no auxiliary supply available 
or o re ngeration or air-conditioning equipment would be illustrations’ 

it“ut e fic U on take 7 ,° Ut n °‘ ° nly againSt damage t0 the oc l ul 'P rn ent 
tself, but f or consequential loss or damage, that is, the loss or damage to the 

other property and the loss of earnings. g 

vidtlndfmfifir S t° ften ^ T Consec i uential coverage policies, which pro- 
ness £ a g ainst loss of income because of the stoppage of busi- 

represent° Ugh ^ manufacturers^ they 

any COntin Z ent liabilities you may have assumed, for 
p , under hold harmless” agreements, must be considered 

age will hp r ° nCSty insurance Wi " be needcd - frequently the best cover- 
as well as r C ° mprehensive P o!ic y> whi ch provides a blanket fidelity bond, 

spedfied cH V ‘T f ° rg6ry ’ burg ' ary > 3nd robb( ' r >’. sundry other 

d ; WS ; Such policy is advantageous because one contract 
overs a multiplicity of possible causes of loss. 

hue* 1 addltl ° n > the Possibility of uninsured exposures is reduced Where a 

, b “ ZT’“ H man/ b T Ch ”- '“ h Ide7 a 

under individu f" d many ° f the Principal classes of crime insurance covered 
of the * locatiom ^ “ P ,°? ble .‘ hat risks ^ be overlooked at some 

Where it is obt '■ IS mUCh ^ hkdy Under 3 comprehensive policy. 

3 years will ’ * ‘T Comprehensiv e policy, for example, one for 

y rs, will prove economical. 

Pohcy mavnnT drCunastances so ™ e of the coverage of the comprehensive 
several nor ^ needed> and ther efore it may be less expensive to obtain 
or heavy mT C ° Venng s P ecific rlsks - Thus where products are very bulky 
theft cZ’era, bUrgIary * sHght ’ °P e ^tock burglary and 

insurance ma> ' T E needed ' But a blanket Position bond, forgery 

possibly ’fT^ SCCuritles covera g e , payroll robbery insurance, and 
y safe deposit box insurance would commonly be required 

to take r ou a t r Preh r ive P ° liCy iS n0t available or not feasible, be sure 
against In ™ o |e ° pen stock bur glary insurance to provide coverage 

obtain holdun ^°° S thr ° Ugh burglary wb en the premises are closed. Also, 

amount adeauateT^ 6 ^ CUStodlans > bank messengers, and others in an 

equate to cover the maximum in any single loss. It is desirable to 
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attach a theft endorsement to the mercantile open stock burglary policy, 
since this will render unnecessary, as a condition to obtaining indemnity 
under the policy, the existence of visible marks of forcible entry. 

Examine your burglary policy. The coinsurance percentages required are 

not uniform among the various areas or territories. 

In the case of gasoline filling stations, for an additional premium, cover¬ 
age under the inside holdup policy may be extended to embrace the entire 
area immediately surrounding the building housing the station. 

For a small businessman, crime coverage of the package type, with low 
limits for each of a number of items of coverage, is often more practical than 
individual policies, each containing a higher limit and providing for a 
separate premium. In one policy may be provided insurance against larceny 
and embezzlement, inside and outside robbery, safe burglary, counterfeit 
bills, bad checks and money orders, damage to cash registers, doors, merchan¬ 
dise, and other items. Policies arc also available providing coverage of each 
of the above subdivisions, but with higher limits under each subdivision. 

Dishonesty coverage is important. Even a small business may find itself in 
financial difficulty as a result of a forgery, defalcation, or other act of dis¬ 
honesty. Partners may be confronted with the necessity for making good a 
business-sustained dishonesty loss out of their individual personal assets. 
Corporation executives who overlook this coverage in behalf of their com¬ 
panies may be charged with negligence by the stockholders. 

You will desire a guide to determining how much insurance is needed. 
Compute how much money an employee might take, or the value of the 
merchandise he might falsely certify, through connivance with others, that 
the company had purchased, or how much he might pad or inflate payroll 

or work-hours reports. 

Then, consider the estimate of experienced casualty underwriters that the 
average embezzlement is carried on for a period of 3 to 5 years before 
detection. These specialists have found that the amount an embezzling 
employee takes is more than three times the sum of preliminary estimates of 
the possible loss through such employee. Accordingly, it is recommended 
that, having estimated how much your employees might obtain through 
fraud in 1 year, you treble this figure when acquiring insurance. 

Even employees who have no direct contact with money may cause con¬ 
siderable loss through dishonesty. With the collusion of the paymaster, or 
payroll clerk, foremen, or others, the non-moncy-handling employees may 
report excessive totals of hours at work, and consequently may receive pay¬ 
ment for work not done. Or, products may be reported as purchased and 
received, when lesser quantities, or none, were actually received. 

Do not rely on your auditing system and your belief in the honesty of your 
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™f“ yees ' a ‘ Substitutes for bonding your employees. Experience indicates 

wteTo 3 1 r P u r eTh7 ^ Protection offered 

High B t ""-‘.employees are hon «‘> premiums would be much 

dictable j r l ^ ^ ^ Suddcn circumstance, an unpre¬ 

expense a r lmP ’ gleat eCOn ° miC pressure > i,,ness ’ or unusual 

honest act. 63086 ^ to co ™rnit the unexpected dis- 

Special hazards, such as earthquakes, should be covered in areas where 
events are encountered, for example, on the west coast. ^ 

sion trlTi lnSUrance ~Sroup health, group life, life insurance, and pen- 
trusts is an important morale builder F 

insIr h anc b e-°Se ^braces these classes of 

and medica a n ^ ho ^^n, and surgical 

written on a nuX “f “"7'“ 7 ^ '' represents coverage 

certificates or other °-, P6 ° P 6 ’ Under 3 s,ngle contract > although individual 
viduals insured evldences ° f msurance, are generally provided the indi- 

are^aTableTl ^ ' ife -'™ce policies on your employees 

the S 1 a ut wt 50. 25 ^ Pe ° Ple are C ° Vered: Und " “ ri « practice 

mium° t 75 r n rUle Pr ° V j de , S that if the employees contribute part of the pre- 

Zd’i' yZ The f T° Se digib,e u° PartiCipate mUSt do o» the ofher 

extended to all eligibTe^oyeeT emire Prem, ' Um ’ mUSt be 

before becoming eheiblTT *-* empIoyees go through a waiting period 
of transitory emnl ^ ® gr ° UP P ^ This wi " reduCe the number 

be omitted LmtvTmg-T Part ' tim6 “ d 56380031 also 

yowTmpw’ aCCi T 0t) and h63lth lnSUranCe may be tak » out in favor of 

Generally the poficv / iT^™ 8 them *° take a ^dical examination. 
n y , the policy is taken on a renewable term basis. 

bis term policTtTan^indi ' ? hanges hlS employment he may convert 

vidual rates without d ’ dual P ° hcy of the Permanent type, at the indi- 
rates, without presenting proof of insurability. 

retirement S oth* *"“* thr ° Ugh which an employer provides 

In Ttt enumerated benefits for his employees. 

‘-a! economics ^ ^ t0 pr ° blems in P™> 

You will need the nT mathei " atlcs > taxati on, law, and labor relations, 
insurance man l ColIab ° r3tl0n ° f a numbe r of your advisors, namely, your 
relations counselor^ V ° Ur accountant > and perhaps your labor- 
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The administration of the plan will also have to be considered. What 
type of institution will be most suitable to manage and supervise the p an? 

In appraising the various types of pension plans, these questions will arise 
at once: What class of plan is best? How much should the pension be? 
Should all employees be eligible? If not, which should be covered? What 
should be the retirement age-sixty-five? Should retirement be mandatory 
then? Or should it be permissive, with mandatory retirement at the age o 

S ° Howmuch will the plan cost? Can it qualify under the Internal Revenue 
Code? What will he the tax consequences of setting up and operating a 

pension plan? . 

Should it be a “contributory” plan, both employer and employee sharing 

the cost? Or a “noncontributory” plan, the employer alone paying the 


cost? . 

Should employees be permitted to join the plan as soon as they arc 

engaged? Should they be admitted to the plan regardless of the type of work 

they do and the wages or salaries they receive? 

What should be the rights of an employee who resigns or is discharge 

before he reaches retirement age? 

What benefits should be available? A given percentage of the salary at 
the time of retirement? Whatever pension a given annual contribution to 
the pension fund will buy? Or should there be a maximum limit on the 

amount of the pension? 

Should the number of years of employment before retirement be con¬ 
sidered? Should death benefits be provided when death precedes retire- 

ment? f i 

There arc many types of retirement plans. Coverage may vary irom me 

inclusion of all the permanent employees to a plan under which only em¬ 
ployees on salary, as distinguished from those paid hourly or weekly wages, 

arc included. . r . i 

And the benefits may vary considerably. Some plans provide more liberal 

death benefits, at the expense of liberal retirement provisions. Under others, 
all employees receive a pension on retirement, representing the same propor¬ 
tion of their highest pay, for example, 35 per cent, or 40 per cent, without 

special regard to the number of years of service. . . , 

There arc a number of ways of arriving at the sum to be given to retire 

employees as a pension. These include a percentage of the salary; a per¬ 
centage of the earnings, multiplied by the number of years of employmen , 
a plan under which a given sum of money is set aside each year to buy 
annuities, the amounts of the pensions rising with each additional contn u- 

tion. 
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!I h t en y ° U - Set UP 2 Plan be SUre that your an nual contribution is not too 
It is° Pe ;r V T t0 C ° ntinue the P ,an should business become poor 
emnl n0tabIe J hat ,n September, 1949, reports indicated that 5 000 000 

Zinins Tit Unite b f ""I'T Und " Private 

commenrin ’ • u bef ° re the hu S e u P sur .? e in noncontributory plans 

commencing wtth those provided by the steel companies P 

and ITh ^ thC nCed f ° r Pensi ° nS i$ not restricted to workmen clerks 
pensions" Man T' ° r modcst warnings; executives also need 

nd those fn annual a " emP '° yeeS ’ ^ Wh ° are Wage 

the SO pTa e n m on thT'Z" $3>6 °° 3nnua,,y are -eluded from 

security plan But^ ^ ^ Undcr the FederaI sociaI 

when added to Fed ^ e ™ pl ° YerS feel that the P e ™°n should be such, 
for rfio SeC "''‘ y be " r,i “' “ “ «■“<« incentive 

temnlttTu ^ employees earning under .$3,600 per year might be con¬ 
it be deIirabie a f U rom\h° Uld C t° St f leS ' S 30 alI ' em P ,0 y ee P la n. But would 
And if u f the .point of view of good relations with employees? 

benefit provi reStnCtlve P lan ls contemplated, care must be taken that the 
Code and theTe^laP ' ^ ^ digibility under the Internal Revenue 

more expedient ^^ ° f IntCrna ' Revenue ’ II might be 
$3,600 annually anT b ^ fi ? p "T d . lng benefits ‘hose who earn under 
Ployees V benefitS °" 3 desirable scale for higher salaried em- 

PuIchTse'of T y ° Ur u an f Cdde h ° W mUGh yOU are willi ng to spend for the 

provide consfderinTth ^ 3SCertain what benefits this sum will 

ment and nr™ f ** 3gC ’ SCX> com P ensa tion, number of years of employ- 
Or the ma tUTl, retirement age of your employees. ^ 

like to makI a lv r -i m w y ? be A PUt the ° PP ° site way: What pension would you 
*e cost of such oe ^ the statistics outlined above, to arrive at 

ch pension. Are you prepared to pay that much? If not, the 
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benefits must be modified. Is the cost less than the sum you are prepared 

to pay? If so, the benefits may be increased. 

Do your profits vary considerably from year to year? In such case doubt¬ 
less you would prefer to have the contributions vary in corresponding fash¬ 
ion. While this would be more desirable from your point of view, it would 
have definite disadvantages from the point of view of your employees, the 
principal one being the uncertainty or irregularity of contributions. 

Keep in mind that there will probably be considerable turnover of em¬ 
ployees in your business. Many will probably leave long before they have 
earned the right to a share in the fund or withdrawal (where you have paid 
the entire cost of the plan), or to a share in your contributions to the fund 
(where a “contributory” plan has been used). This condition will make for 
a reduction in the amount you must contribute to maintain the plan. 

These arc some important questions about the operation of your pension 
plan: What proportion of the contributions will be used for the payment 
of benefits? What part for the expense of maintenance and administration? 

What guarantee can be obtained as to cost? Will the contribution rates of 
employer and employee rise after the initial “guaranteed rate period? 

What provisions can be introduced which will guarantee that if an 
employee dies soon after he reaches retirement age his heirs will receive, for 
a time at least, the sum he would have received based on the employer s 
contributions? Generally, the pension ends when the employee dies, and his 
estate receives only the contributions which he himself made, plus interest, 

but reduced by the pension installments drawn. 

Arc the death benefits overweighted, and the pensions correspondingly 

less ? 

The majority of the pension plans adopted in recent years have been of the 
contributory type. But the proportion of noncontributory plans is increasing 

rapidly. # , 

Remember, therefore, that the plans cannot be static. They should c 

reviewed from time to time to verify that they are still feasible and practical. 
Turns in business may necessitate revision of your plan. But be sure that 
the Bureau of Internal Revenue acquiesces in the changes in a once-ap¬ 
proved plan, lest you encounter income-tax difficulties. 

A pension plan must meet these basic requirements to permit the deduc¬ 
tion of contributions to the plan on your income-tax return. 

The plan must include: (1) 70 per cent of all employees; or, (2) if at 
least 70 per cent of the employees arc eligible, 80 per cent of these 70 per 
cent must join. But your plan may also be approved if only employees of a 
given class are eligible, for example, those working in a particular division, 
or in the office, or those employed on an hourly basis. 
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tfut if such classification of eligibles is set nn 

b<. a ,«r7,^ ;• » b. f„ .be 

ployees, each of whom owns dirertlv • j- , CJUirec * to provide benefits for em- 
stock of the co n ,oSrd“'nor e xLd Z T ^ * h “ '° Per Cent ° f voting 
tions for all participants under the plan For ggrega,e > 3 ? P er cent of the contribu- 
ship an individual shall be considered as o Joint P ^ rpose , of determining stock owner- 
minor lineal descendants of such individual S 6 St ° ck owned by the spouse and 

But a recent court decision has brought about a change. “Now” notes 

1952 p T 15 ) o th (m Busmess Tax Guide, Simon and Schuster, New York 
p. ffo), there is a rough working mb u n 

holder-executives should be no more than 50 ‘to 60 per ^nt\T 
corporate contributions.” In summa,, pension plans may be financed Zs 

SSSXSriZSv ma . y beboughtforthe emp,oyees - As em - 

sion „ -1 ui ’ addlt,onal Contracts are taken out. Thus the Den 

contracts Such 0 c 3 empI ° yee ma V be based upon a number of 

ance nnr'r' S *1 T S are sometlmes replaced by ordinary life insur- 
emnlove 1C1ES may be converted into annuity contract when the 

Sum oTth r ? tlrCmCn ! T' H ° WeVer > the Sconce between the 
contract is jZ pol,Cie ?, and the Premium under the individual annuity 

When the rn ■ V ^ 3 trUStCe by the em P , 0 V e r. It is used, if and 

Group annuiZ Ve 7 IOn “ "’Z’ provide the additional funds required 

ffroun of y ° ntraCt _ s ma y be obt amcd. Such contracts cover the entire 
& P employees for whom they are written 

c T' mded ”• '»»<w P'*n i, in „ i, 

«"pIo,e«, L ot T„ 'T "‘\ P ’"“°° ' W ' r, >' Bn, these 

“ P ‘ yr0 " P “ ““ ** 

retiremeZwin n be Ce ^ V'™ 0 " system > with definit e age limits at which 

employees will he m . PUls ° ry ’ m3y . rCSult in greater Staff efficiency. Elderly 
form of possibl pensioned at specific ages. Incentive for hard work, in the 
Fire nnl' • P romotlo n, will be provided younger staff members. 

ment. ForZZJ’Z 6 Z* Y ° UrS contain the extended coverage endorse- 
‘hrough the • Z P re mium the coverage is broadened considerably 

lusion of protection against a number of additional risks, 
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namely, loss or damage caused by aircraft, explosion, hail, windstorm, 
vehicles, riot, and riot attending a strike, civil commotion, and smoke. En¬ 
dorsements which broaden the flic coverage still further are also available. 

The brand and label clause, inserted in the fire policy of a manufacturer 
provides for the destruction or marring of the labels on goods manufactured 
by him which may be sold as salvage by the insurance company following 
damage covered under the fire policy. This will prevent impairment of the 
manufacturer’s reputation through the availability to the public of damaged 
<roods bearing the producer’s label. 

Consider adding to your fire policies an endorsement covering employees 
tools and wearing apparel. 

The garment contractors’ floater protects the goods of the manufacturer of 
wearing apparel while they arc in transit to the premises of contractors or 
subcontractors, and detained during processing tbcrc. The goods are insure 
against fire, lightning, water damage, burglary, holdup, and transportation 
perils. Additional extensions of coverage arc available, namely those against 
consequential loss, strike, riot, malicious mischief, explosion, and theft. 

By agreement, coverage may be extended beyond the actual cost to the 
manufacturer, including labor, to a figure not in excess of market value. 

If you arrange for group insurance and pay at least part of its cost, the 
morale of your employees will undoubtedly be improved. The insurance 
may cover life, accident and health, and disability, as well as pension and 
retirement plans, and hospitalization coverage (see also Employees insur- 

anC lnsTaUation floater insurance covering the installation of apparatus 
machinery, tanks, and equipment of all kinds in continental United 
and in Canada may be obtained by contractors and others. The cover, 
is effective during installation and also while the equipment is awaiting 
installation and testing. Rates vary with the time involved, the type * 
equipment under installation, the method of transportation, and the con¬ 
tents fire insurance rate. . 

Installment sales floaters arc available for dealers who sell on the m.ta 

ment plan such merchandise as furniture, radio sets, pianos, refrigerators, 
television sets, electrical appliances, machinery, electric and neon signs and 
similar property. The following risks are covered: fire, lightning, explos . 
windstorm, and tornado at location, and enumerated transportation perils^ 
Policies, issued on a monthly reporting basis, may be obtained coven g 
seller’s interest, to the amount of the unpaid balance, or t e sc " !\, d 
buyer’s interests to the limit of the total selling price. Careful check sh 
be made of the accuracy of the monthly reports, and they should be 

promptly. 
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The vendor and vendee interest form is a useful selling point since loss 

or damage wou d result in indemnification of both vendor and vendee in the 
amounts of their interests. venoee, in tfte 

Th e jewelers’ block policy will be of interest. It provides comprehensive 

whi r r St ° CkS ° f retai1 ’ whoIesale > and manufacturing jewelers 

while on the insured’s premises or other locations, and while in t ansit n 
continental United States, Canada, and certain other places 

Ihis is an all risks policy on the insured’s stock. In some states, certain 

propertvTfTth V inSUrCd may be Covered and > to a limited extent, 

property of others in the possession of the insured. 

applkanTsTf CE make Careful examination into the affairs of the 

pp icants before granting coverage, the prospective insured being required 

policv" 11 ! a . Pr ° P ° Sa f ° r msurance before premium rates are quoted 9 The 
Policy is limited to a term of 1 year. 

circumst 0 ^ in$Urance wil1 be advantageous to a lessee under certain 

possession"^, C terms ° f a tenant’s lease may provide that he may lose 

a given 6 prem ’ ses lf the bulldm g be damaged by fire to the extent of 

prevlil PerCe " ta § e ° f its vaIue - « the leasehold rental is less than the 
of the lngmarket vaIue > the lessee may lose this difference for the remainder 

«vT ? ,eaS6 ’ SinCe hC W ° U,d h3Ve to find otber P-tnises, p " 

Pated on a 3 i!f re „ ntaL SLmiIarly > a lessee might lose the profit antici- 
policy. sub]ease - Such losses are insurable under a leasehold interest 

ertTn^f 3 1 . 6SSe . e lnstalls improvements which become the landlord’s prop- 

the inter”” llnaPon of the lease - a sin S Ie fire policy may be obtained covering 

loss of t S - S ° f eSS ° r and lessee ' The lessee would then be protected against 

the rem - ntereSt ^ improvements—the opportunity to use them for 
ne remaining period of the lease—at the time of the fire. 

“ ^ * nsura nce protects partnerships and individual businessmen and 

emploT na ^ ag3inSt liabiHty f ° r in J Uries or dama gcs which they or their 
gence. yeeS l ° the P ersons or property of others through negli- 

individ et T eS ° ne ° r m ° re °P erations ma y necessitate the coverage of several 
tractnr Ua *n° r i gr ° UpS * F ° r exam P le > on a construction project the subcon¬ 
tractor f ^ kC ° Ut . liabi . lity insuranc c, as will the prime or general con- 
direct / rW ° m he 1S d ° mg the work * Tbe subcontractor will require the 
work th Pnmaiy COVera S e a * the party actually performing the construction 
tion th Pnme Contractor obtaining protective liability insurance. In addi- 
be C L ° Wner . wl11 seek owners’ protective liability insurance. Thus, all will 
g a S ain st possible suits for injury or negligence. 

t e owner should also make sure that the contractors have workmen’s 
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compensation insurance and such other coverage as the circumstances 

rCq ithas been noted that, in lawsuits arising out of accident claims, judges 
and juries have in recent years awarded liberal judgments, apparently in 
consideration of higher price levels. Yet few insureds appear to have given 
thought to the increased amounts of liability insurance this will make neces¬ 
sary In obtaining liability insurance you would do wel to get polices pro¬ 
viding the highest limits of coverage likely to be required. Raising the limits 
of liability will cost very little additional premium yet will provide the 
comfort of knowing that a large judgment, if awarded, would be met by 

the insurer, rather than you. . 

A hotel owner should not overlook the need for adequate l.ab,hty insu- 

ance A comprehensive general liability policy, including ^omobile liability 

"where the combined form is available-is desirable. It should be endorsed 

as circumstances require, for example, for beauty-parlor malpractice liability 

"YorcTnn^avotd'responsibility by merely posting signs disclaiming it. 
Such disclaimers evoke little sympathy in the courts. And even m situation 
where your business firm may not generally be liab e for Property or 
safety of others, a court may decide that you were negligent, and according y 

assess you for the damage or loss which resulted to others. 

Obtain insurance against damage to the property of others for examp 
neighboring buildings. This will protect you ,f fire explosion, or other 

occurs which might involve you under a charge of negligence. 

If employee social functions, such as picnics, athletic contests, and gan , 

are conducted, obtain coverage against injury to nonemployee 

In appraising the risks which must be insured, be sure to con sider the 
hold-harmless agreements you may have signed. These agreements, tsh.ch 
m y relate to your relations with suppliers, landlords, customers for whom 
you are installing equipment, and others, often involve risks on which you 

iro not covered under your insurance policies. . » 

‘ Insurance should be taken out against liability because of .f"beheld 
ing the motor vehicles of independent contractors, since t might be 
that the operators of the vehicles were your agents or employees 

Give thought to the desirability of replacing several liability pojc . 
covering various classes of hazards, by one general comprehensive liabddy 
and property damage policy. The premium varies with «he c ™ 

noliev should be written so that blanket coverage will be provided on assume 
liabilities, especially where, under purchase orders, hold harmless agreeme 

Legal liability policies are needed by professional men and businessmen, 
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aSSS^sw.srsc:: 

of the landlord But f b„ 1 T bu ‘ldmg is no longer under the control 

to the lessee s policy for an additional, though lesser, premium 
for L Z^Tthl s" ^ “ «t priding 

insure G d ’ j 3S hat at the tIme of leasin s> it is desirable for the lessee to 
Be aga r TT ^ ri0t ’ Civil cornrn °tion, or explosion, 
are a d P 6 premises y ou occu Py» whether as landlord or tenant 

aKainM » -™»ge 10 other, or 

•Zxzizzrz-r** y ° m imm,a in ,h ' p~p"'x p'g%e d ,o 

pohc,,, wh.ch the owner of the proper,, obtain,, p, y , for, and LZZ 

feh“o d T lf “ re,Ul,> ' ,h ' ™°“> »f ,Wo„« 

in y °“ 

A '‘pinners or'stockhold ° f whe " the sole Proprietors, 

J^g you^°u r sSs ^t>’ n ClOSe COrp ° rationS die - This is called “insur-’ 

retire* pr ° prietors > P^tners, or stockholders in close corporations to 

Pr frequent™ 0 fo e iIow TheT^T^ ^ the loSS ° f profits which 

“key-man insurance” ^ lmp ° l tant ^ployee. This is called 

b Partners, offiters^or kcy'employeeT" 1 ”° g **“ ^ °* ^ pro P riet °rs> 

^^^i^r^hem at 3 !^!!^! 31106 ^ 

or a stockholder in^T ^ * S °' e pr ° prietor > or a partner, 

interruption to the A ? 6 C ° rp ° rat,on dies > there “ almost always serious 

r erly continuance of the business. Problems like these 
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arise: The decedent’s heirs may wish to take active part in the business, but 
they may be neither capable nor congenial. In a sole proprietorship or a 
partnership, part—perhaps all—of the decedent’s share in the business may 
have to be sold to provide money for inheritance taxes. This might cause 
the breaking up of the business. Or a decedent’s stockholdings may be sold 
to outsiders. This could prove extremely inconvenient; the new stockholder, 
although anxious to take active part in the business, might lack his prede¬ 
cessor’s experience or ability. 

Thus, a major problem may be that of keeping the business intact after 
your death. How can this be done? How can the value of the business be 
passed on to your heirs without serious impairment? 

To answer these questions a third must be posed: Who are the most 
likely purchasers of your interest in the business? Undoubtedly, these would 
be your partners, fellow stockholders, employees, or business associates. 
Assuming that thev want to buy your interest, will they have enough money 


to pay for it? 

You can minimize your worry about the question. At the same time, you 
can reduce the business and financial problems you would leave your heirs. 

All this can be done by making provision to help the prospective buyers 
finance the purchase. Life insurance offers one of the best ways to do this. 

Arrange to sell your interest, the transfer to take place after your death. 

Such contract is called a “buy-and-scll agreement.” 

It will include the price—or a method of determining it—and the terms 
of sale. Then arrange for insurance on your life, the proceeds of the policy 
to provide all the funds needed, or, at least, to help finance the transaction. 

Remember that on your death the value of your wholly owned business 
may fall almost immediately because your services have been lost. And your 
executors, personally, risk serious financial obligation if they do not liquidate 
the business as soon as possible. 

This is true unless your will instructs or authorizes the executors to con¬ 
tinue the business. Even then they may be reluctant to operate it because 


of the financial risk entailed. 

Partnerships generally terminate on the death of a partner. The deceased 
partner’s interest is then converted into cash unless the partnership agree¬ 
ment makes other provision. 

Hasty liquidation may prove very expensive. The proceeds of sale may be 
less than might have resulted from leisurely liquidation. 

Thus buy-and-sell agreements, financed by life insurance, provide many 
advantages. The seller’s heirs are assured of fair treatment, since the seller 
himself participated in setting the value of his interest or the formula for 
computing it. And the buyer agreed upon the price or formula. 
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insurance proceeds may he construed as increasing the value of the dece¬ 
dent’s holdings. 

In every case, regardless of who is designated as beneficiary, the buy-and- 
scll agreement should provide that the proceeds of the policy be used to 
acquire the decedent’s interest. 

To summarize, in setting up business insurance, follow these guides. 

Obtain the help of a broker, agent, or insurance consultant 

Discuss the feasibility of his suggestions, legally and businesswise, with 

your lawyer and your accountant . . 

Ask your lawyer to prepare a buy-and-sell agreement—generally it is best 

that it be financed by insurance—to take cfTect at your death or upon 
your retirement 

Arrange to have a trustee administer the plan. The trustee should gen¬ 
erally be the beneficiary under the insurance policy. The proceeds 
should be used for the purpose specified in the buy-and-sell agreement 
Review the business life insurance from time to time at least annually. 
Ask yourself these questions: Have changes in business conditions made 
necessary revisions in the buy-and-sell agreement? Revisions in the 
amount of insurance carried? 

Key-man insurance. Almost every business numbers one or more key men 
among its personnel. Officers, partners, executives, specialists arc among this 
group. Perhaps your firm’s sta(T includes an unusually competent salesman 

or sales manager, or a production expert. 

While these men are associated with your firm, everything moves smoothly. 
Possibly your key men arc employed on terms so attractive that there is little 

possibility that thev will leave their positions. 

Rut a key man may die prematurely. Thereafter your business might run 

less efficiently—or even lose money. 

If your salesman died, his customers might place their business elsewhere. 
The loss of your factory foreman might be followed by deterioration in t ie 

quality of your product. f 

To protect yourself against these losses, you may insure the lives ot your 

key men, the premium being paid by you. Should one or more of your 
key men die prematurely, the proceeds of the insurance polices could be 
used to tide you over the period of disruption to business. 

You may use the money to meet the cost of training a new man or to pro¬ 
vide the higher pay necessary to attract a qualified replacement. 

Key-man insurance has been likened to business interruption insurance. 
Business interruption insurance relates to the value of property; business lite 
insurance, to the business losses which may result because of the death of a 

key man. 
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How much key-man insurance should you carrv? , i 
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a mp„Lf pTicVT T '“ h location, ,o be supplement b, 

specified fo S r the 3™, „otv Tb ” f >1.~ 

3 irzizr mu - ,he ■ d “an»sc“' .h.%^“Votr no " ,y of ,he 

goods sent'to dellrs 0 also “ ^ C ° Verage ° f 3 re P ortin S policy consigned 
title remain, i„* a h ' e e installed cu„. m e„, Ter. 

TT , installer until the job is completed, 

values acuity afS 7i7ce 7“ P3y " dependent upon the 

are reported it ,s not n f ° n ^ at thc end of eacb ™>nth 

lecture about the extentTTT 4 ' S , Under fixed - araount policies) to con- 
policy. Of course it 7 ° T ! WiU V3r >' duri "S ** p fe of the 

the value of goods on hand ** *° make m ° nth,y estimate °f 

^0^77077777 CarefU ! COm 7 tati ° n “ d ° f y ° Ur P remi ™ liability 

your reporting policy. Errors may be expensive should a loss take 
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place and the previous month-end report reflect an improperly low total of 
goods or other values. 

To consider another matter concerning merchandise, stock in a ware¬ 
house which cannot be replaced readily should be insured for the net sell¬ 
ing price, reduced bv discounts and selling expenses. 

Transportation floaters may be obtained, providing insurance on goods in 

transit, traveling at your risk, cither to or from your premises. 

Some shippers do not consider these policies necessary, relying on the 
motor-truck carrier’s policies for indemnity. This is often unwise, since such 
policies may be for limited amounts. Also, carriers arc not liable for acts 
of God,” which term might be held to include such events as flood, hurri¬ 
cane, tornado, earthquake, or lightning. 

So, if you ship goods, ascertain whether you are adequately covered under 

the carriers’ policies, or obtain your own. In the latter event make sure that 
the limits are adequate. 

The floaters cover shipments of goods both inward and outward an 
materials in the hands of processors or with customers on consignment. Be 
sure that your policy includes all the territories into which your goods are 
likely to go. And be certain that you meet the coinsurance requirements. 
Note, too, that a reporting policy may be most practical tor your needs. 

Coverage of manufacturing operations is not permitted under the trans¬ 
portation or inland marine policy, but processing risks on the premises of 

others may be covered by endorsement. 

Unearned premium endorsements should be added to certain term or 

annual policies involving sizable insurance premiums. In the event of loss, 
the portion of the unexpired premium attributable to the amount of loss 
settled by the company, which premium would otherwise be lost to the 

insured, is reimbursed. 

Valuable-papers insurance, a type of all-risks coverage, may be obtained 

subject to discounts for safes approved by the underwriters. 

The vandalism and malicious mischief endorsement should be added to 
the coverage in effect, for example, to fire policies and use and occupancy 

coverage. . . ,, 

Be sure that you have workmen's compensation coverage cllectivc m an 

the states required by your business activities. Consider the desirability of 

insuring executives and other employees who may not be covered at present 

under your workmen’s compensation policy. And where your operations 

bring employees under the United States Longshoremen’s and Harbor 

Workers’ Compensation Act, obtain the coverage needed. For companies 

which self-insure risks under the workmen’s compensation acts, catastrophe 

coverage is recommended. 
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and facilities for the insurance business carried on by broker-members. In 
addition, Lloyd’s assembles and publishes considerable information of assist- 

ance to the insurance industry. 

At London Lloyd’s, groups of underwriters join together to form syndicates 
which, as units, insure specific risks. The liability of each syndicate par¬ 
ticipant is limited to his proportion of the total insurance provided by the 
syndicate on a particular risk. A number of syndicates may join in insuring 
a specific hazard. The operations of these Lloyd’s syndicates are world-wide. 

As indicated above, policyholders in mutual and reciprocal companies 
share in the profits or losses of these companies. This is effected throug 
dividends on the premiums charged, or through assessments. Policyholders 
in stock companies pay fixed premiums and generally receive no dividends. 

If your premiums are considerable, it would be well, when taking out in¬ 
surance, to consider the net cost per thousand dollars of coverage issued y 
the companies of the various types. It must be recalled, of course, that 
policyholders of stock companies cannot be assessed additions to the base 
premiums when operations of the insurance company are not profitable but 
the policyholders of the reciprocal and the mutual (except where the latter 
issues nonassessable policies) must stand the losses of the company throug 
assessments, just as they share the prosperity of the company throug 

d ' V If d insurance is taken with a company not authorized to do business^ in 
your state, you may have difficulty in collecting your indemnity after loss, 
vou may be compelled to bring suit in the area in which the insurer . 
domiciled. If the latter is a foreign insurance company, litigation may 

Ve Undc P r some circumstances the state insurance department will permit an 
insured to place a risk with an insurance company not authorized to d 
Z£L in L *« L, . "nonadmitted" in,u,e,. One 

that when no authorized company will undertake the coverage. This cond. 

^Excluding life insurance companies, which are for * c mOSt pa JJ ™TgTst 
companies, the stock companies, as a group are conceded to be the^ arg 

writers of insurance. In most states the stock companies and in some case 
the mutuals, publish premium rates for particular classes of coverage 
through rating bureaus. Some independent companies and groups of suen 

companies publish lower rates, but the insurance-writing ca P ac ' ty ° 
companies is inadequate, speaking generally, for large buyers of m uran^ 
The writings of reciprocals and Lloyd’s associations are small compared 

those of the stock and mutual companies. 

It is to be noted that mutual companies (outside the field of 
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sto^en"or damaged prop^a "’tLZss or d" ™,g “n^ fofjre than the 

actual cost of repairing or rcplacmg such property. . • 

The above provision shows the limitation of the insurance company’s 
JJh y ,oTo Lh value a, ,h. .hue ofl.«, or * ft. ac.u.l c.„ ol repa.nng 

or replacing the property. : n<; , irance contract in general use 

Pa The ? fire policy provides that the insured will be covered-. 

. . . to the extent of the actual 

r t: ™ of any ordinancc or 

law regulating construction or repair. . . . 

™, clause, too, expresses the 

an purchases, sales, and shipments, bother. c s,h and *» 

of the inventory. These records must be kept ,n a hicp ^ cxposcd 

and when the premises arc not open or usl > t . h ; sometimes 

to a fire which would destroy the budding Th dau^wh ^ ^ 

called the “record warranty clause, is almost cxc - > hi 

of merchandise used in trade or business. , . joes no t 

„rsu“;r - - 

covered under your policy. 1 j:j Klastinc 

j^sssasss^SSBs. 

to his dismay, that blasting hazards were specifically exclude > 

"Thus policies must be read carefully. The title of the average 
always describe it adequately. For example, under the extended c v 
endorsement, the windstorm damage section makes compensation avail 
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l"Hhrc C r« S mvneTb° n th hC - m ’ ^7° aUt ° mobiles ’ covera g e is automatic only if 
lmH d b> tbe msured at the inception of the policy were covered 

er he policy, or if the automobile added replaces one already covered. 

6. Adjustment of claims 

ditfom* 7 P ° h f yh0lder desires an insurance contract whose underwriting con 

he wishes^ ',£££?^ 3 Claim a ^, 
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Do not assume that the T" g agreement as with ^hat is covered. 
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Payments and h ? ^’ because >’°“ have a long record of premium 
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tract. Make sure that^ ^ and V ° U sh ° U,d rcad y° ur con- 

protection. y ° U 3re C ° Vered ° n tHe risks a S ainst -hich you seek 
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damaged f rom f P ° hCyb ° lder mUst aIso P rotect ‘he property, where 
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Kf'-JIrThlTtl,'^,', the Under y ° ur insurance policy cannot be 

policy itself. ™° of the loss. And it is limited to the amount of the 

if 

more than one insurance policy is carried against a particular risk, be 
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certain that the inchvidual policies permit such multiple coverage Some 
contracts prohibit carrying additional insurance of the type provided by 

22 “Tr 1 - insurance” Causes. These provide that 

should there be in effect other insurance on the same property, the com¬ 
pany’s liability under the policy in question is restricted to t e propor ion 
Lf the loss which is represented by the ratio of the insurance under the policy 

to the total insurance. 

Make certain that your property is described fully and that you yourse 
are correctly named in the policy. This will help reduce question as to what 
your intentions as to coveragc-as well as those of the insurance company- 

vv prr when the policy was written. 

And make sire that all policies intended to cover the same property 
against the same risks read exactly the same way. The description of 
property, the hazard, the location, the name of the insured-all should read 
alike, lest controversy develop, when claim for loss is made, concern.n 0 

company’s obligations under the policies. 

Frequently coverages overlap under different types of policies. Here 

generally "desirable » h.« ft. coverage deiced under one ol «h, 

?f this h not feasible, it would be well to have both policies written by the 
same insurer if practical. The latter procedure will prevent your b 
placed between two insurance companies engaged in controversy about the. 

^“pany enters a new area of business, or chan^*- 
of operation, for example, from distributor to producer, be sure that you 

policies arc endorsed to describe the new type of operation. 

Generally, property insurance policies undertake to 
actual cash value of the property destroyed or damaged. The P ^ 

usually have the options of paying for the damage, rc P ,acl g 
damaged or destroyed with one of like kind, quality, and condition, 

restoring the object to its condition immediately before the loss. 

You should be in position to state the value of your property shoe. .- 

occur. To ensure proper claim as to buildings, 

a recent appraisal by a reliable independent appraisal firm will be 

^Another important matter is that of coinsurance. Consider carefully the 
coinsurance requirements of your insurance policy. Under this cla 
avoid being compelled to meet, or comsure, part of your loss, y 
required to carry insurance bearing a stated minimum percentage 

ship to the value of the property insured. ,., ueh higher 

In fire insurance the most common percentage is 80, although g 
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p, M in full; y ° Ur W "' 
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in full 


insured as¬ 
sumes $20,000 
of the loss 
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3 .. . 40,000 

Total .. 60,000 
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Insurance in effect 


$50,000 
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If a loss took place, under the prorata distribution clause 20,000/120 000, 
or one-sixth of the insurance of $50,000 would be applicable to property l, 
similarly 40.000/120,000 would be applicable to property 2, an , / 

prorata distribution clause, if there were a loss at 
any of the properties, the total insurance of $50,000 would be available to 

C ° W^es contain clauses limiting the insurance company’s liability to 

r t=^Win 8 

p— —- ” ,h “ 

the insured— . 

Submit declarations, or an application or “proposal,” in connection w. 

the insurance coverage sought 
Keep records and accounts 

In the event of a claim he must also: 
amount of loss 

Exhibit books of account, papers, and vouchers 

"o;rnt°;insurance company, present himself and his associates 
for examination under oath 

All the .hove p.ovi.ion, mate available tool, for lo« elaim vciHeat... 

K5ZZ. « _ - requirements t A. an 

types of polieie. you .ill be asked to fill ou, an “ 

premium rate. 
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amount '"»“*•« determination of the 

OI loss and will expedite settlement. 
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whether to defend or’adjusTlhe'ctim ^ C ' aimS ’ ^ t0 detCrmine 

cir™an e c X er^ure n fnd ^ testimony concerning the causes, 

asked to describe th % d * mount of the Ioss sustained. Generally he is 
either damaged or r h" ^ 35 We “ 35 th ° Se ~in g in 

condition and the re h fT ’ ^ ab ° Ut his financial 

n and the results of business operations. 

7. Some specific insurance plans 

Presented ItThl ‘"Tr 6 Pl3nS f ° r business and Professional people are 
your own in,, P f ° r y ° Ur USC 35 Remember, however, that 

ments The Pr ° gr3m mUSt be arran gcd to fit your particular require- 

if they are in ln whlch other companies find themselves, even 

‘iculars from yours^ ' ^ ^ Wi '' ^nerally differ in many par- 


Small businessman 
Property (fire; burglary) 
fysmess interruption 
Liability 

Fidelity and surety 

Workmen’s compensation 
lawyer 

Fire 

glary (safe burglary; office burglary and robbery) 
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Holdup 

Malpractice 

Personal injury liability 

Forgery and check alteration 

Compensation 

Bonds (fidelity; fiduciary; litigation) 

Automobile 

Manufacturer (several branch plants) 

Money and securities, broad form . 

Mercantile open-stock burglary, mcludmg t e^en^orsc $5Q 

Automobile liability, property arnage, , liability and prop- 

deductible collision, and nonownership automobile liability ana pr p 

erty damage) 

Paymaster robbery, broad form 

Motor-truck cargo floater 

Parcel-post shipments 

Boiler insurance, and use and occupancy 

Transportation floater (covering tools, patterns, and d ) 

Commercial blanket bond {including “occurrence” coverage), 

Co ;„7rr» p "nd':t'i £»», - * 

sion 

> 

building, stock, contents, and printed matter 
Manufacturer (several branch plants and several warehouses) 

bility from the operation of building laws; improvements or better- 

S interest as tenant; unearned premium; extra 

expense 

Sprinkler leakage 

Plate glass 

Electric sign 

Boiler and machinery 

Earthquake (on west coast) 

Collision (automobile) 

Comprehensive automobile 
Money and securities, broad form 

Comprehensive dishonesty, destruction, and disappearance 

^Fidelity bonds (contract; depositors’ and commercial forger)') 
Business interruption 
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Workmen’s compensation 

ssslt ; ,ool • a " d 

Credit 

Life: officers, partners, major employees 

Store k ?e P p e °r S: ^ ^ h ° spitalizat i°"; accident and health 

Property (buildings, equipment, merchandise) 

sto^f P ^ thCSe en< ^ orsemen ts: extended coverage- wind 

a " d ha ^ vandalism and malicious mischief- cLtineent 

terments T t ° perati ° n ° f buildin g laws; improvements or bet- 
ments—as tenant; consequential loss or damage- rental vah, P 

'“” h °' d imere “- a - 

Sprinkler leakage 
Plate glass 
Electric sign 

P®' 1 " and machinery (and consequential damage) 

Earthquake (on west coast) 

Collision (automobile) 

G vT^smTirh 6 dlsh ° nest \ destruction > and disappearance (or, if a 
Fine^rts business > storekeepers’ burglary and robbery) 

Business activities 

Fidelity bonds (license; depositors and commercial forgery) 

business interruption 5 y) 

Workmen’s compensation 

Liability: employers’; motor vehicle (owned; hired; nonowned) 

lords Pr tnan^ UMihv ~° r specific liabi)it y (owners’, land-' 

as, tenants ; elevators; products; contractual) 

,?° atCr L P ^ t:e ' POSt; t00ls and equipment; installation 
Credit * de ^ erred merchandise (installment-plan sales) 

Life: officers, partners, major employees 

gr ° UP Hfe; hos P italization ; accident and health 

Automobile 

PuhKo ? ns “ rance on government operations and property 
f-uoiic official bond 1 

onds for assistants, deputies, and clerks 

Firef* robber y (including messenger, safe) 
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Forgery and check alteration 

CuiTuTd’bfba'L to check adequacy of insurance carried by borrowers 
Fire and extended coverage 

Bus! ncssln termption; rental value; extra expense; leasehold interest 
Customers’ goods (as bailee) 

Automobile: "fire H and theft; comprehensive; collision; transportation 
and movable equipment 

PublirihabilityT comprehensive or covers such as the following: owners’, 
landlords’, and tenants’; manufacturers’ and contractors’; elevator; 
products; contractual; automobile (owned; nonowned) 

Power plant (boiler and machinery) 

Money and securities: all risks or coverages such as messenger holdup, 
interior robbery, payroll robbery, mercantile safe burglary 

Open-stock burglary 

FidelUy? commercial blanket or blanket position, or schedule, or indi- 
vidual 

Forgery: depositors; commercial 
business life insurance 

8. Bringing down the rates 

Your objective is to obtain full insurance protection in sound companies 
at the minimum cost. The “best deal” in insurance buying is the one whi 

provides the coverage you need, in good companies, at the proper P«“- 
Coverage must be tailored for specific sets of circumstances; the insurance 
requirements of each business differ from those of others. Therefore, obvious 
limitations exist in trying to apply to one firm the insurance program of 

an ° 1 t r cost of property insurance is arrived at by considering a number of 
factors, including the kind of property, its location, how it is used, and the 
hazards to which it is exposed. The cost of casualty insurance is_ arrived at 
by considering, among other things, the types of possible causes of claim, 
probable frequency of their occurrence, and the degree ot their seventy. 

To help assure the stability of insurance companies, and to prevent ac 
structive competition, the various state insurance departments genera y 
require that companies obtain approval of their rate schedules. Groups of 
companies file schedules assembled actuarially in their behalf by rate-makin 
organizations. Consequently there is much similarity in rates charge 
substantially equal coverage. 
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bringing down the rates 

izrr er ^ at r utab]e to 

by the insured of clauses providing for the reducdon^f "the ^ 3CCeptanCe 

T mption of risk ™ 

a particular type of coverage. OnTuTonrobl'lLdity^polidcs 

It is unwise to overeconomize at the expense of * ’ xample, 

lL!!? tS are ° btainab,C at ° nly a SmaI1 Edition to U the e p C reL e iuTfofS 

rajs Zt* CaSUa i ty C ° mPanieS ° ffer tHe SerVkeS ° f eXpert ««•*«- 

specialists evl 3 ‘ preventin g ‘he occurrence of losses. These 

S o“„ e r: C ° mpa 7’ S ^-counting procedures and methods of 

followed Sue” defice " c," ^ ° r Weak pr ° cedur « are being 

propriety wh rh f f faClhtate record manipulation or other im 

panLlffe ! rCqUent,y rCSult in defalcations. Other insurance corn- 

facilities C ° nSultatlon services ™ business problems. Make use of these 

Often ihp TeCtUeSS com P utation °f your premiums should be checked 

or .'".pocion of , 

desirable to obtain K V T f lnSUranCe Covera ge is extensive, it may be 

ing the accura f !u ^ rating bureaus for use in verify- 

& accuracy of the premiums charged. 

spedfiTrisVThe 5 ’ Whe " 3 • ati, ' S f ° r u ganizatl ° n sets a P rem ium rate against a 
request You com P OSItIon of the rate may be made available on your 

computation and^^- eX ^ Ut ‘ Ve or y our broker can then verify the 
tions ascertain whether possibilities exist for effecting reduc- 

correct^A ^ cIassification of V our property for rating purposes is 
lower fire A * re *f es “ tan , t building housing professional offices would take a 

Paint factory " tha " 3 fr3me buiIding housin S a bedding manufacturer or a 

differelTif ;" Ustration > Passenger automobiles used for business take a 

cars will trawl ri, n °* S ° A " d the mileagC il is an ticipated the 

ing—rad;,, r 1S hkewise a factor - Nor are the truck premium rates unvary- 

S of operation and size are considered. The type of business and 
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the number of automobiles must also be considered; likewise the extent to 
which hired cars are used. 

Under some policies premiums are based on payrolls. The rates vary with 
the duties of the employees, and are affected by the different degrees of 
hazard offered. Be sure, therefore, that proper descriptions of your em¬ 
ployees’ duties are used when the rates are computed. Errors in classification 
may have brought about incorrect, high premium rates. 

In some cases the principal operation performed by an employer deter¬ 
mines the premium rate to be applied to the major part of his payroll. This 
is known as the “governing classification.” 

It may be possible to obtain credits, or returns, of premiums on a prorata 
basis, for reductions in the amount of insurance during periods when busi¬ 
ness is less active, or values at risk are less, for example, during off-season 
intervals. 

The inclusion of a deductible clause in certain of your policies may make 
available a substantial reduction in premiums. In offset to the lower 
premium, this feature provides for the reduction of any claims on the insur¬ 
ance company. Under the provisions of some deductible clauses the insured 
suffers part of each loss; under others, the insured receives nothing unless the 
loss is above a certain amount. 

This procedure is in accord with one of the basic principles of insurance, 
namely, that coverage should be provided against losses which the insured 
cannot bear conveniently. The small losses can generally be absorbed with¬ 
out difficulty; at the same time, this feature cuts the cost of insurance sub¬ 
stantially. 

As to certain hazards you may desire protection only on large losses. In 
many cases you may obtain insurance on terms which will meet your require¬ 
ments. For example, farmers may obtain hail insurance on these varying 
bases: 25 per cent minimum loss clause; 10 or 20 per cent deductible; 25 per 
cent accumulative-deductible; premium deductible. 

The deductible clause, available on automobile policies, is now also obtain¬ 
able—for large deductibles—on fire policies. 

Consider the desirability of reducing the scope of your insurance coverage 
at a reduction in premium. Of course, the risk you assume by excluding cer¬ 
tain coverage must be weighed carefully before you make a decision. 

An important discount becomes available through the purchase of term 
policies. In many states various types of policies may be issued for periods, 
or terms, longer than a year at a discount. The insurance companies have 
found that the less frequently the renewal takes place, the less it will cost to 
handle the insurance, and the less competition the company will face in 
selling the insurance. 
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Period of 
policy, years 
1 
2 

3 

4 

5 


Term rate, number of 
times annual premium 

1 

m 

2/2 

3^4 

4 


wrfttraftwfand b ° ^ that a 3 'V^r term policy would be 

per cent And ^ h * f tlmes the annual Premium. The saving is 162/ 3 
P r cent. And 5-year term policies, written for four times the annual nre 
mium, represent a saving of 20 per cent P 

insurance 0 is^paid " V “ h * Ve * "™ P °'^ *" d p “ “ »" of .he 

some circuit V lnsurance company in settlement of a loss, under 

be lost by yTu Thi ™ C!lrncd premium applicable to the settlement may 
insurance J ^ overcome b V the purchase of unearned premium 

S ir f ° r . ,he repay "’“' ° f ‘ h ' learned P ,eLu m T 

There nl Th j Pr ' m,,,m “ COmp "" d »” * Prorata basis, 

of In ° her advanta S cs to term insurance. In addition to the economy 

appSlbl P fh miUm " thC faCt tHat ’ Where experience ratings a"e 

increased'a during the term of the policy may be improved or 

against 7 7 deCreased ' And term policies also provide assurance 

against upward rate changes during the period of coverage 

peri^dm?/^ ful1 , di => count °n term policies, the premium for the entire 
such a 1 S gen< r ra y be P aid ln advance. But you may not be prepared for 

One such harper Tt Th t ‘ mC ' T man> ' budgCt planS are availa ble. 

rate but rT ouife a T *° ° btain 3 rate Wer than the annual 

uc not quite as low as the term rate 

a number of ttlT"," • P ' anS ^ to SpHt the ‘otal coverage into 

in ,k° r: t £“° f t" ,he P °' iCi “ must b « ™ 

term rate is a3able advant age °f the plan to the insured is that the 
Premium in advance H f prora t a basis yet he need not pay the entire 

cies—the necesX for o aV01 ?~™ the casc of 3- or 5-year term poli- 
year. ^ Payment of a large premium every third or fifth 

P ' an ’ “ * 3 ‘ y ,“ r PO,iCy - On *P»* 

3 years The L7 w C ° Venn ® 1 yea O an °ther, 2 years; and the third, 
total of' th! 3 WOU ' d be ’ respectively, one-third, two-thirds, and the 

full 3-year perLT T' h f “• l mature > renewals are placed for the 

period. To obtain the term rate, the insured is obligated to place 
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certain minimum renewals with the companies which provide the original 
policies. 

Another convenient plan is available in some areas. On a 3-year policy, 
for a 5 per cent increase above the figure of two and one-half times the 
annual premium, the premium due may be paid as follows: 50 per cent 
immediately, 30 per cent at the beginning of the second year, and 20 per cent 
at the beginning of the third year. Still another installment plan provides 
for payment of 40 per cent, 30 per cent, and 30 per cent of the premium at 

corresponding dates. 

If it is more convenient for you, under some policies premiums may be 
spread evenly throughout the year. In some cases there is a small charge 
for payments on the installment plan; in others—generally where the pre¬ 
mium is more sizable—there is no supplementary charge. And do not over¬ 
look the possibility of saving money by borrowing from a bank to pay the 

lower premium available under a term policy. 

Some types of policies provide premium discount plans yielding econo¬ 
mics from the quoted base premiums, varying with the size of the risk. The 
larger the risk, the higher the percentage of discount available. 

The dividends which the mutual companies pay to policyholders consti¬ 
tute an important factor which you must appraise in deciding whether to 
place your insurance with a mutual company or a stock company. The net 

premium cost to you must be considered. 

Also important is the possibility of assessment by the mutual company 
should the deposit premium be inadequate to meet the losses sustained. And, 
of course, the stability and general practices of the particular insurance com- 

pany should be considered. . 

The installation of elevator safety devices may bring about reduction in 


elevator insurance premiums. 

Experience ratings , also known as retrospective ratings, are available lor 
some types of insurance. The net premium charged varies, within limits, 
depending upon your loss experience. This may be advantageous for insure s 


who develop substantial annual premiums. 

In some territories rates on burglary risks may be computed on an expen- 
cnee rating basis. And some policies make available special premium credits 
for the provision of safety and loss prevention measures. For example, m 
messenger robbery policies there may be a rate reduction if a guard accom¬ 
panies the messenger. Discounts from the rate arc available where a private 
conveyance is used, and a further discount if the conveyance is an armored 

car. 

Give thought to methods of preventing or minimizing losses. Even it your 
policy docs not provide for experience credit, a decline in losses, generally, 
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of your induslry „ 

«7»7-> which *“ 

kL p t« ie j d ° :r™° ' ff °"» i ~p >°«*» fti. io>; finan ' 

cla,,., P „f , n "°ro„ce Th-,ZTr C 7r d >' OUr "•»■*, by 

ssslt “° ,h “ 

pfs-T : h “ h " - »—■*- 

on the ZZ^LiZ“ZT m °' PrOP " ly “ erd “ “ ''“-«We effect 
uni“'°,he°o™f“hioor n " “ h “* *» ” ■»« automobile, ore 

ment The Z ? u ^ and Under one “Plating manage- 

r„ a Js' e P ”“ ^ ”* ‘ban ,„ r „„„i,,e, i„,u„„J. „ JJ. 

lo.fe ""“fedtf ,he‘ l I C,i0n rf i " *« “«'.ye it available if 

coverage « «- 

cornVlny°under"!'comb 7 T" Variou **™/’ Averages with one 

reflect the fact that Z " C ° nS ° lldated P®^- The premium rates 

increase material 7 ’TT* COm P a "y’ s overhead will not necessarily 
additional coverage " § " trebHng ° f premium attribu ‘able to 

v a 7 from P r lnSUranCe WritingS ’ experience rating and discount procedures 

co^puron S Tn a ce y rn t0 7^' ^ be ™ de ° f ^ 

may be possible to oht^ 7 ^ ° n ° pen claims ‘ 

company with 7.‘He T reduchons of cost upon presenting the 

other companies’ prlcd^es^^ 551 ^ “** °" ^ %UreS aSSemhled ° r on 

covering S <Jiffer7t ha^H ^”1 7“" P ° liCy in P W ° f severaI Policies 

The floater premium benebcial and economical in many cases, 

the other policies or th ^ C ^ ^ combmation ° f Premiums under 

oven develop t5 Z r ***«* f ° r the Same or it may 

Where a n K f cover age is greater and the premium less. 

Poration fire c^mnan are ° Wned b y one individual, firm, or cor- 

er ties. N 0 speciaT or ed "7 " * ”*"7 C ° Vering a11 the prop- 

generally more ccon • ”7 T** ^ avallable ° n this insurance, but it is 

dty of record keepineTnd . P ohc y holde r because of the lesser quan- 

p ng and similar paper work involved. In addition, there is 
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assurance that there will be no discrepancies in coverage from property to 
property. 

Do not overlook, in estimating the premium cost of your liability policy, 
that under some circumstances discounts are available on policies which 
include medical payments coverage. The latter provides reimbursement for 
medical expenses incurred by the injured persons, even though there was no 
negligence by the insured. The discounts are obtainable when the insured 
employs—or contracts for the services of—a graduate nurse or a licensed 

physician, to be in constant attendance. 

If your policy is subject to a minimum premium which is greater than that 

actually earned by the insurance company based on the rates in effect, you 
should increase your coverage to at least consume the minimum premium, if 
the value of your assets at risk warrants such increase. 

Try to avoid having numerous policies of the same class on a single prop¬ 
erty, or against a single risk. The work of record keeping is compounded 
unnecessarily, and the adjustment problem rendered more involved than 

necessary. 

In figuring your payroll for the purpose of reporting figures on which 
premiums arc based, be sure to note the total of the overtime bonus, or over¬ 
time premium, portion of the total payroll. Generally such figures may be 
excluded from computation where the premium varies with the amount of 

the payroll. 

Check the payroll audit figures on the basis of which your insurance com¬ 
pany computes your premium. 

Safety measures and devices for the prevention of losses tend to contribute 
to the reduction of premium rates. For example, when accounts receivable 
records arc insured, the provision of certain types of safes or vaults may bring 

about a downward adjustment in premium rate. 

You can help cut premium costs. Rates arc set so that they will cover 

losses and operating expenses, and provide a profit to the companies. But 
it has been noted that carelessness in the handling of property often results 
from the knowledge that insurance is in effect. This, it has often been found, 

tends to result in increase in the number of losses. 

Insurance companies in all branches of the industry try to bring about 
reduction of losses. Casualty companies provide safety literature and seek 
methods of avoiding accidents; fire companies foster fire-prevention drives, 
make available lecturers and publications, and undertake studies in fire pre¬ 
vention and control; life companies undertake research designed at increas¬ 
ing longevity and preventing illness, and provide facilities for physical exam¬ 
inations. 

Your cooperation in the loss prevention efforts will be fruitful. Inspection 
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of your plant will probably reveal loss bazar rk a • , 

manager and hold safety courses for your employee/ “ * 

ese specific plant safety suggestions will be of use to you Give 
soon as you can, your hazardous nr i * , >ou ' 0lve U P> as 

or bars; set up a fire and id ' machinery; provide safety guides 

feasible, an automatic fire-det f Y ° rgani2ation 5 install, where it is 

ment; set up safety rules relating tTsmok-™ ^ l0CaI ^ depart ' 

have adequate fire apparatus n • ° lnS T the P ant ’ mstall sprinklers; 

of developments re lit me to ne ^ adequate water; kee p abreast 

rules where the chemical or d'Jst ^ S tlng chcmicals i set up special safety 
good plant housekeeping f h ex P oslon hazard is considerable; provide 

dust; arrange for regulfr co licet ion ^fT Pr ° V1S1 ° n f ° r lnfla mmable rags and 

— 

is not extended to" its “ C °° Perati ° n 

consider t he V de a siSiv OSS f reCOrd - ^ ^ that record - And you should 

It is generallyforh HW f u " 8 .* 0 makC C,aim f ° r Sma11 Iosses ‘ 

an insured, either directlTor^ d‘ ^ ager “’ ° r insurance company to give 
from an establish ^ X ln d.rcctly, an unauthorized discount, or rebate 

an unfai^a cl vantage ^over ‘ Um , ^ b * s wou 1 d result in one insured’! obtaining 

competition amonfa i ^ W ° U ' d ^ the effect of setting up f 

natory lowering of rates ' *° ° bta, ’ n bUS ' nCSS through discrimi- 

vai?e^f rt ZrSisr C or e o S ih ab,e S ° mC drCumstanc «- When the total 

month to month or period ** ” Sk fluctuates considerably from 

advantages. P d ° penod > such coverage, if obtainable, offers 

quffe 1 ?'between C repordng n dat r ° f Va ' UeS 3t n ' sk ’ itcms ac ' 

run the risk as under a fin ^ ^ aut ° maticall y- You need not 
miums, which would be the^ ° f payi " g t0 ° much in P re ’ 

y°ur needs. Also abided £ * r u coverage in excess of 

failure to estimate on !* thedan Z el of bein g underinsured because of a 

go. One maW Iddffio ", 5 h ° W high the Values at "sk would 

of your insurance on thi-Gt 3 Van ‘ age 15 that you w,n make monthly check 
In some a u ^ ° f fluctuatin g value. 

du «d up to^ne-haff^the ° f Certain ^ of Policies may be re- 

rather than short t ’ W ‘ Pr ° rata com P utati on of return fire- 
fnd then rewrite It wffh the C ° mpUtatI ° n ' And when you cancel a policy 
lea st equal to those if? com P an y for an amount and a period at 

« «.« p™„,‘ h erjuUo n ' b 2“"’ re ' Ur " P ~ “ »■» 
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Reporting policies provide that the insurance company may review the 
insured's records to compute the premium or to verify the values submitted. 
Under many types of liability policies whose premiums vary with the total 
sales or total payroll or other values, deposit premiums are paid. These are 
subject to supplement based on subsequent report by the insured or audit by 
the company, or both. 

Be prepared, therefore, to make your payroll, sales, or other relevant rec¬ 
ords available for review by the insurance company’s auditors. One indirect 
advantage often results: the auditors, because of thicr extensive experience, 
will often be in position to recommend payroll and other record-keeping 
methods which will help simplify your work. 

Sprinkler systems and fire-resistant construction tend to reduce the cost 
of fire insurance on buildings and contents. 

Under a fire policy a rate reduction may be obtainable if an approved type 

of standpipe is installed. 

Fire risks on superior properties may be insured on a special basis. A 
number of mutuals and associations of stock companies specialize in covering 
single-occupancy sprinklered properties of high quality from the points of 
view of construction and protection. These properties must be well main¬ 
tained and there must be unusually good risk inspection and prevention. 

Under automobile policies, coverage may be suspended for a period or the 
automobile may be laid up, or placed out of use, with the return of part of 
the premium to the insured. 


9. Check list of business insurance coverages 


Accident 

Accident and health: accident; death 
and dismemberment; double in¬ 
demnity; group; hospital expense; 
medical expense; partial disability; 
sickness; surgical expense; total 
disability 

Accountants’ liability 
Accounts receivable 
Additional expense 
Additions, alterations, and repairs 
liability 

Advertisers’ liability 
Air-cargo floater 

Aircraft: accident; air carriers’ lia¬ 
bility; air-meet liability; airport 
cargo liability; airport casualty; 


airport fire; airport liability; air¬ 
port property damage; all risks; 
bodily injury; cargo; casualty; 
crash damage; damage; dealers’ 
policies; employees’ indemnity; ex¬ 
plosion; fire; hangar keepers’ legal 
liability; hangars; hull coverage; 
liability; lightning; medical pay¬ 
ments; nonownership; passenger 
liability; products liability; prop¬ 
erty damage liability; public lia¬ 
bility; theft, robbery, and pilfer¬ 
age; tornado, cyclone, windstorm; 
transportation; workmen’s com¬ 
pensation. 

Aircraft and motor-vehicle property 
damage 
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Alienated premises 

All risks securities safe-deposit box 

Alterations permit public liability 

Annual guarantee bond 

Annual transit shipment 

Annuities 

Antiques (fine arts, paintings) 
Apparatus and instruments floater 
Architect’s bond 

Armored car and messenger 
Articles (inland marine) 

Assessment 

Automobile: bodily injury; casualty; 
collision; combined additional cov- 

com P rc hensive; contingent 
liability; dealers; drive-other-cars 
endorsement; earthquake; embez¬ 
zlement or secretion; explosion; 
nre; fleet; floor-plan coverage; ga- 
ra o e i glass; hail; hired car or truck 

endorsement; legal liability; lia¬ 
bility; lightning and transporta¬ 
tion; malicious mischief; medical 
payments; nonownership (employ¬ 
ees) liability; open storage lot 
endorsement; property damage; 
public liability; riot and civil 
commotion; rising waters and 
flood endorsement; theft; vandal¬ 
ism and malicious mischief; wind¬ 
storm and tornado; wrongful 
conversion, embezzlement, and se¬ 
cretion 

Automobile dealers, repair shop, 
storage garage, and service station: 
damage; open-lot storage; theft 

indorsement 

Aviation (see Aircraft ) 

Bailees 

Bailees’ customers floater 
Bailees’ floaters 
Bandsmen’s uniforms floater 
£ank burglary and robbery 
eauty-shop malpractice liability 


COVERAGES 

Beverage containers 

Bicycles and hand trucks floater 
Bicycle liability 
Boiler and machinery 

Boiler and machinery, use and occu¬ 
pancy 

Bonds: annual guarantee; bankers’ 
forgery (lenders’ form); bankers’ 
liability indemnity; bid; blanket; 
blue-sky law; check forgery; com¬ 
prehensive dishonesty, disappear¬ 
ance, and destruction; construction 
contract; contract: American In¬ 
stitute of Architects, bid, comple¬ 
tion, private construction, pro¬ 
posal, public works, supply; court: 
customs; executors and administra¬ 
tors; export; faithful performance- 
Federal permit; fidelity: blanket 
position, discovery, excess com¬ 
mercial blanket, individual, name 
schedule, position schedule, pri¬ 
mary commercial blanket; fidu¬ 
ciary; financial guarantee; forgery: 
forgery, bank: depositors and com¬ 
mercial; fraud; guarantee; immi¬ 
grant; insurance; internal revenue; 
judicial; lien; liquor; litigation; 
local license and permit; lost se¬ 
curities; maintenance and effi¬ 
ciency; miscellaneous indemnity- 
name schedule; official; patent in¬ 
fringement; public official; public 
warehouse and grain elevator- 
qualifying; schedule; state license; 
supply contract; surety: comple¬ 
tion, depository, lost instrument; 
warehouse 

Bonds blanket: bankers’ and brok¬ 
ers ; bankers’ and brokers’ clearing 
house; commercial; credit union; 
Federal home-loan banks; Federal 
reserve banks; fidelity; financial 
institutions; fraternal order; insur¬ 
ance companies; investment bank- 
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crs; position; primary commercial; 
railroad; savings bank; savings and 
loan association; small loan com¬ 
panies 

Bridge and vehicular and rail tun¬ 
nels: builders’ risk; property dam¬ 
age; use and occupancy 
Builders’ risk 

Burglary: inside holdup; open stock; 

paymaster robbery; safe burglary 
Burglary, theft, larceny, and robbery 
Business interruption 

Cameras, equipment, and projection 
machine floater 

Cargo: air; Great Lakes; inland; 
ocean 

Carriers’ cargo 
Cash sickness 
Casualty 
Cattle floater 

Charitable institutions public liability 
Cheek forgery 

Chiropodists’ malpractice liability 
Church burglary, robbery, and lar¬ 
ceny 

Cleaners’ and dyers’ floater 
Coin collection floater 
Cold storage lockers 
Collision 

Combination: comprehensive; crime 
protective; fraud; merchants’ pro¬ 
tective 

Commercial hull 
Commercial travelers 
Commissions 

Commissions, selling agents 
Compensation 
Completion bond 

Comprehensive: automobile liability 
dishonesty, disappearance, and de 
struction; general liability; liabil 
ity and property damage; personal 
liability; property damage; public 
liability 


Conditional sales floater 
Consequential damage: garment 
contractors; garment manufactur¬ 
ers; heating and refrigeration 
Consequential losses 
Consigned property 
Consumption of food, public liabil¬ 
ity 

Contingent: business interruption; 
commissions; liability; use and oc¬ 
cupancy 

Contractors’: equipment floater; 

liability and workmen’s compensa¬ 
tion; property damage; public 
liability; road machinery and 
equipment 

Contractual liability: public liability; 

property damage 
Cost of replacing records 
Credit 

Credit-union blanket bond 

Crime protection 

Crop 

Customers* goods 

Debris removal 
Deferred payments 
Demolition, building laws 
Dentists’ malpractice 
Department store transit floater 
Depositors’: commercial forgery 

bond; forgery bond 
Depreciation and increased cost of 
construction 
Destruction of records 
Disability 
Discovery bond 
Drive other automobiles 
Druggists’ public liability 
Dry goods and department store 

transit floater 

Dvers and cleaners 

/ 

Earthquake 

Electric and neon signs 
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Elevator: collision; medical pay¬ 
ments; property damage liability; 
public liability 

Employers’: public liability; work- 
men’s compensation 
Equipment 
Errors and omissions 
Excess: commercial blanket bond; 

messenger all risks; rental value 
Exhibition floater 
Explosion liability 

Explosion and power plant 
Export 

Express transportation 

Extended-coverage endorsement 
(fire) 

Extra expense 


COVERAGES c IO 

Sec. f 9 

gle fraud; single merchants’ pro¬ 
tective 

Funeral directors’ floater 
Fur farms 
Furnace explosion 
Furriers’ block policy 

Furriers’ and fur storers’ customers 
Furs 


Garage, automobile dealer, and serv 
ice station liability 
Garage comprehensive liability 
Garment contractors’ floater 
Gas company legal liability 
Gas cylinders 

Gasoline service-station combination 


False arrest 
Farm 

Farm implements and machinery 
armers’ comprehensive liability 
personal; public 
Fidelity and surety bonds 
fiduciary bonds 
Film floater 
Fine-arts floater 
Fire and allied lines 
ire department service charges 
ireproof storage and transfer com¬ 
panies’ trip transit 

ags and paraphernalia floater 
■r loaters 

Flood 

Flywhed" 0 merchandise 
Food lockers 
F oreign 

“ d Ch ' Ck 

r ° bbery ’ 

Fraternal protective 

Fr^ U ^ ( COrn t>ination policy) 

FraUd bonds: crime protective; sin- 


General cover contracts 
General merchandise floater 
General public liability 
Glass damage 
Golfers’ equipment 
Government service 
Grain 

Grain charges 
Grain and flour floater 
Ground rents 

Group: accident; disability; health* 
hospitalization; life 
Growing crops 
Gun floater 

Hail (growing crops) 

Hairdressing (liability) 

Handcart 

Health 

Hired automobiles 

Holdup: interior and exterior 

Horse and wagon floater 

Horses and mules 

Hospital liability 

Hospitalization 

Hull 

Import 
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Improvements and betterments 
Income: business interruption; busi¬ 
ness interruption, contingent; prof¬ 
its and commissions; rental value; 

tuition fees 

Increased cost of construction 
Individual bonds: name; position 
Individually drawn coverage: dis¬ 
pensing units; privately owned 
railroad cars, equipment, locomo¬ 
tives, rolling stock; radio towers, 
tickets for athletic events (mail- 
dispatched) 

Inherent explosion 
Inland marine 
Innkeepers’ liability 
Installation risks floater 
Installment sales and leased property 

floater 

Insurance-companies blanket bond 
Interest and amortization charge 
Interior burglary and robbery 
Investment bankers’ and stockbrok¬ 
ers’ blanket bonds 

Jewelers’ block 
Jewelry: furs; installment 

Landlords’: protective liability; pub¬ 
lic liability 
Laundry floater 
Lawyers’ liability 
Lease contractual liability 
Leasehold improvements 
Leasehold interest 
Legal liability: accountants, archi¬ 
tects, bailees and warehousemen, 
beauticians, common carriers, den¬ 
tists, druggists, innkeepers, lawyers, 
physicians 

Liability: and property damage com¬ 
prehensive; comprehensive gen¬ 
eral; comprehensive personal; mis¬ 
cellaneous 
Library floater 


HOW TO BUY BUSINESS INSURANCE 

License and permit bonds 
Life: creditors’; general; key man; 
officers’; partners’; sole proprie¬ 
tors’ 

Line grain elevator 
Liquor bonds 
Litigation bonds 
Livestock 

Lodge paraphernalia 

Loss of profits; of use 

Lost or destroyed instruments bond 

Machinery- 

Malicious damage and vandalism 
Malpractice liability 
Manufacturers’: and contractors’ lia¬ 
bility; bodily injury and property 
damage; guarantee; output floater 
Marine: ocean and inland cargo; 
hull 

Market value clause 

Medical payments 

Mercantile open stock: burglar\, 

theft 

Mercantile safe burglary 
Merchandise: on approval; by auto¬ 
mobile; installment floater; in 

transit 

Merchants’ protective policy 
Messenger and paymaster robbery 
Metal smokestacks and awnings 
Miscellaneous covers (see Scheduled 
property floaters) 

Miscellaneous liability 
Money and securities: all risk; broad 

form; destruction 
Mortgage interest 
Morticians’: equipment; floater 
Motor-truck cargo: carriers’ form; 
owners’ form 

Movable equipment floaters 
Musical instruments floater 

Negative-film floater 
Neon and electric sign floater 
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Nonownership automobile liability 

Ocean marine: cargo: charterers’ 
profit; collect freight; duties; hull; 
liability for loading damage; ma¬ 
rine perils: protection and indem- 
n ity; riot; strike; war risks 
Office and store burglary and robbery 
Officers’ lives 
Oil risks 

Open-stock burglary 
Opticians’ malpractice liability 
Optometrists’ malpractice liability 
Osteopaths’ malpractice liability 

Outboard motor boats and motors 
Owners’ and contractors’: bonds; 

protective (contingent) 

Owners’, landlords’, and tenants’: 
liability; property damage 

Paraphernalia floater 

Parcel post: coupon; open 
Partners’ life 
Patent infringement 

Patterns and dies floater 

aymaster and messenger robbery 
* a yroll robbery 
Pension trusts 
Personal 
Personal injury 
Personal public liability 

ysicians, surgeons’, and dentists’: 
instruments floater; liability 
Plate glass 

Position schedule bond 
ower interruption 
rower plant 

Premises legal liability 

Premium 

rimary commercial blanket bond 
principal’s protective 
processing risks 
processors’ risks floater 

^ge CtS " property dam- 


Professional: errors and omissions; 

instruments floater; liability 
Profits and commissions 
Projection machine floater 
Property: damage liability; in tran¬ 
sit; loaned or leased floater 
Protection and indemnity 
Protective public liability 
Public employees blanket bond 

Public liability 

/ 

Public officials bond 

Radio towers 
Radium floater 
Rain and hail 

Registered mail and express 
Religious articles and vestments 
floater 

Rent and rental value 
Repair or replace 
Replacement 
Retirement 

Riot attending a strike 
Riot and civil commotion 
Robbery 

Rolling stock floater 

Rug and carpet cleaners’ floater 

Saddle-horse liability 
Safe burglary 

Safe-deposit box: burglary and rob¬ 
bery; public liability 
Salesmen’s: sample floater; stock 
Schedule: automobile liability; 

bonds-name, position; liability 
Scheduled property floaters 
Scientific apparatus, instruments, and 
equipment floater 

Securities: all risks safe-deposit box 
liability; all risks on premises; 
bonds 

Selling agents’ commissions 
Selling price clause 
Shippers’ transportation floater 
Side-track liability 
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Signs 

Silverware 

Small loan companies’ blanket bond 
Smoke and smudge 
Special covers 
Specie 

Sports liability 

Sprinkler leakage: and water dam¬ 
age; liability; profits 
Stamp: or coin dealers; collection 

floater 

Standing timber 

Steam boiler and machinery 

Steam or tornado 

Stevedores’ gear and equipment 
floater 

Storage and repairs charges 
Storekeepers’: burglary and robbery; 
liability 

Subcontractors’: property damage; 
public liability 

Surgeons’ malpractice liability 
Surgical and scientific instruments 

'Fcarns’ public liability 
Tenants’ public liability 
Theatrical properties floater 
Title 

Tornado and windstorm 
Town and road equipment 
'Frailer contents floater 
Transit floater 


Transportation-location floater 
Trees and shrubbery 
Trip transit 
Truck 

Truckmen’s cargo 
Tuition fees 

Tunnels: liability; property damage 
Turkey 

Unearned premium 
Uniforms and paraphernalia 
Use and occupancy 

Valuable papers 

Vandalism and malicious mischief 

Veterinarians 

Voting-machines floater 

War damage 
Warehouse bonds 
Warehousemen’s liability 
Water damage 
Wave damage 
Well-drilling tools 
Windstorm 
Wool growers’ floater 
Workmen’s compensation 

Yachts 

Yard improvements, trees, and land¬ 
scape 


10. How taxation affects your insurance 

This part deals with the many ways in which taxation touches your 
insurance. It answers such questions as: What classes of premiums are 
deductible? For example, are premiums on key-man life insurance policies 
allowable expenses? Or, premiums on officers’ life insurance policies, where 
the corporation is the beneficiary? What types of insurance proceeds are 
taxable? Settlements under business interruption policies? The proceeds 
of fire or burglary insurance claims? 

Note that each dollar you spend for insurance which meets the conditions 
laid down by the tax authorities is deductible for income tax purposes. 
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thlln the f PraCtiCa ‘ ’ the aCtUal cost of insurance is a good deal less 

prcmiums ’ " i “~ 1 «■“ <«“•<■>» a * « 

.< a p— o^,L u T“iL:rr- d ' r agai ™ '~ 
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to consider them may prove expensive. 

Pr ° Ce , Cds ° f insurance settlements for damage to property because of 

requireme^Ts 7 o y r r 6 I" 01 hT ablC CCrtain circumstances - But these 

tax may result Xabl " ty mUSt be foll ™ ed *o the letter. Otherwise, 

ner's" o P rTocSold a , agrCCI " Cnt ’ *«*“««* «*e proprietors, part- 

2 Z UP u n " f ° rmU,a f ° r com P u t ,n g the price A figure reached 

" CCOgniZed * - * Internal 

the^V" 3 ClOSCly he ' d Cor P° ration or a family partnership, the propriety of 

Sput d V hC ™ f0miUla ^ thC bu V a " d -sen a P g reem P entmay y be 

tion w as " bG f U T U ' ThC BurCaU take ** Position that the transac- 

value set in the b ‘T 2 WS tHat the difference between the 

the property was a'ght a S reement and ‘hat arrived at on appraising 

Pohc h ies P ar 0 e C nm S t ° f ""'“l 6 " 18 Undc / certain types of business interruption 
Under som 2 ^ ** I " COme; the P roceeds of other types are taxable. 

a- deductible aTet^nsL °" ^ P ° lic - 

the C re,T bUti0nS l ° pension trusts are deductible if the pension plan meets 

ttse p q ro lT entS °V he Imernal ReVenUC Code ' Amon ^ other* purposes^ 
groups of S ' 0r | S are es ' gned to P revent discrimination among employees or 

b and t h mP ' 0yeeS " t0 Wh ° may Participate, what the contributions must 
> and the amounts of benefits. 

bonus e plin re ’„h ef ° re >’ ou formally adopt your pension, profit-sharing, or 
No P , ’ Submit 14 to the Bureau of Internal Revenue for approval. 

your plan toT 11 ^ ^ ° btained the Bureau’s approval of 

behalf of’ u be deductlble for income tax purposes the contributions in 

must nor each Participant, when added to the remainder of his earnings 
must not exceed a reasonable figure. g ’ 

it musf'nff K r b ° nUS pIan must operate for the benefit of your employees; 

Nor mav t Resigned as a means of benefiting officers or stockholders. 
Ployees L discriminate against officers, stockholders, supervisory em- 
* employees who earn high pay. 
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The plan must be a permanent one. This does not mean that the plan 
will not be considered permanent because business conditions force its cur¬ 
tailment or abandonment. The plan may have to be modified or dropped 
because a firm becomes bankrupt or insolvent. Or sharp decline in a com¬ 
pany’s income might force curtailment. 

The rules of coverage are simple. The plan, if the employees are not 

required to contribute, must cover 70 per cent or more of all the employees 
employed for some minimum period, not exceeding 5 years, or must cover a 
group that meets the approval of the Commissioner of Internal Revenue as 
being nondiscriminatory. Under a contributory plan, if 70 per cent or more 
of the employees are eligible, then 80 per cent of this group must participate. 
Thus the company would meet the test imposed by law if a minimum of 56 
per cent of all employees participate. Excluded from either calculation are 

those who work part time. 

Contributions to the pension fund will not be exempt from Federal income 
taxation if the trust funds may be “used or diverted to purposes other than 
for the exclusive benefit of the employees or their beneficiaries, prior to the 
full satisfaction of all liabilities to the employees or their beneficiaries.” 

Under some circumstances an employer may deduct his contributions to 
a pension plan, despite the fact that the plan is not one “qualified” under 

the Federal tax law. 

Pension-fund contributions for services rendered by employees before the 
plan goes into effect (these are known as contributions for past services) may 
be deducted for income tax purposes. However, only one-tenth of t e 
premium applicable to the past services may be deducted in each year. 

Consider these important points relating to Section 102 of the Internal 
Revenue Code, entitled “Surtax on Corporations Improperly Accumulating 

Surplus.” 

The payment of premiums on key-man insurance bought by a corporation 
might be considered proper and allowable by the Bureau of Internal Revenue, 
where the use of the money for other purposes might not. But the taxpayer 

should buy the proper type of insurance. 

Policies having high cash values might be objectionable; those with low 

values, acceptable. Further, the policies should be owned by the corpora¬ 
tion and the proceeds payable to it. # 

The two charts which follow show how your insurance premiums and 

proceeds arc affected by taxation.“ 

2 For further discussion of his insurance ns it is affected by taxation, the reader is 
referred to J. K. Lasscr, Lasser’s Business Tax Guide , Simon and Schuster, Mew 

York, 1952. 
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Type of 
insurance 


Coverage 


Burglary 


Business inter¬ 
ruption (use 
and occu¬ 
pancy) 

Fire... 

• • • • • « 

Group health, 
life, accident 
Liability 


The busi¬ 
ness 

The busi¬ 
ness 


Life (ordinary) 

Life (ordinary) 
Life (ordinary) 
Life (ordinary) 
(purpose to 
Buy employ¬ 
er’s interest) 
Life (ordinary) 

Pension, stock 
bonus, and 

profit-sharing 

trusts which: 
“Qualify- 
Do not 

“qualify” 

Self-i nsurance 

fund 


Welfare pl a „ . . . 

Workmen’s 

compensation 


The busi¬ 
ness 

Employee 

The busi¬ 
ness 

Employee 
or officer 
Employee 
Employer 
Employer 


Debtors 

Employee 


Employee 

The busi¬ 
ness 


Employee 

Employee 


Owner of 
business 
Employee 


Owner of 
business 
Employer 


Employee 

Owner of 
business 


Employee 

Employee 


Employer 

Reserve set 
aside by 
business 

Employer 

Employer 


Yes 


Yes 


t Prov^-/*!?*7 and necessa ry business expenses. 
I ; r r ° V,ded ^at the benefici; 


Yes§ 

No (but loss 
is deduct¬ 
ible when 
it occurs) 
Yes 
Yes 




Premiums 

Beneficiary 

Paid by 

Deductible 
on income- 
tax returns? ( 

Owner of 

Owner of 

Yes 

business 

business 

Owner of 

Owner of 

Yes 

business 

business 

Owner of 

Owner of 

Yes 

business 

business 

Employee 

Employer 

Yes 

Injured or 

Owner of 

Yes 

damaged 

business 

parties 


I 

Employee 

Employer 

Yes t 

or officer 

Employer 

Employer 

No 

Employer 

Employer 

No 

Employee 

Employee 

No 

(or trus¬ 
tee) 



Taxable to 
employees as 
additional 


Nof 


Yes 


No 


Yes§ 


No 

No 


t If ^ lllc beneficiary is designated by the employee. 

‘his item, is ° f a t < ? i,io ” aI compensation, and total compensation, including 

stockholders rthf* * eas ° nable - Note th at if the premium is considered a dividend to 
be allowed the ratber than reasonable compensation, no deduction would 

tional compensatkiT 0 ^ n> and ^ premium would be taxed to the insured as addi- 

tnployee s rights are nonforfeitable. 
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Type of Insurance 


Premiums 
paid by 


Burglary 


Fire 


Group health, life, 
accident 


Owner of 
business 


Liability 


Owner of 
business 

Employer 


Owner of 
business 


Proceeds 
received by 

Owner of 
business 


Arc proceeds taxable to recipient? 


Liability 


Life (ordinary) 


Life (ordinary) 


• • 


Outsider 
(party at 
fault) 

Owner of 
business 

Owner of 
business 


Owner of 
business 


No, provided that the rules of the 
Bureau of Internal Revenue are 
followed * 

Same as above 


Employee No 


Parties in¬ 
jured or 
damaged 

Owner of 
business 


No 


Employee 


No 


Employer 
(on em¬ 
ployee’s 
life) 


No 


No, except where policy was taken 
over by employer for consideration. 
In that case the proceeds are tax¬ 
able to the extent that they exceed 
the sum of the consideration paid 
and the premiums paid after acqui¬ 
sition of the policy 


. Concerning the proceeds of burglary and fire insurance, where an insured to 
through destruction or theft takes place, the proceeds of the policy mav, und 
circumstances, receive special treatment for F rderal-tax purposes. ^ insuranC e 

The loss is treated as an involuntary conversion of prope >. f . . 

company pays, in settlement, a sum higher than the book or earning value o the a» t 
no gain will be recognized provided that the sum received ,s expended to acquire 

‘ property similar or related in service or use to the property so converted- 

But such replacement must take place within one year. 

Let us consider what happens if replacement is not effected within one >cai‘ aftc 
thc L cnd of the year in which the insured realizes a gain on the involuntary w'Bj 
In such case special application should be made of the Commissioner of Internal 

Revenue for an extension of time. 
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Type of Insurance 


Life (ordinary) 
(purpose to buy 
employer’s inter¬ 
est) 


Premiums 

paid by 


Proceeds 
received by 


Employee 


Life (debtors) 


Employee 
(or trus 
tee) 


• • 


Pension trusts which 

“qualify” 


Owner of 
business 

Employer 
and em¬ 
ployee 


Owner of 
business 

Employee 


Are proceeds taxable to recipient? 


No, except where policy was taken 
over by employee for consideration. 
In that case the proceeds are tax¬ 
able to the extent that they exceed 
the sum of the consideration paid 
and the premiums paid after acqui¬ 
sition of the policy 


No 


Employer contributions: 

Yes, as income in accordance with 
Internal Revenue Code (if pro¬ 
ceeds are not distributed in their 
entirety in a single year). How¬ 
ever, tax is likely to be in lowest 
income-tax bracket, or perhaps 
zero, because employee’s wage in¬ 
come has ceased 

If distributed in one lump sum be¬ 
cause of the termination of the 
plan, taxable as ordinary income. 
If so distributed in one year be¬ 
cause of separation from service 
through resignation or discharge, 
taxable as long-term capital 
gain 

If distributed entirely in one year 
because of retirement, employee’s 
own contributions are tax-free, 
the balance being taxable as long¬ 
term capital gain 


Employee contributions: 

If not distributed all in one year, 3 
per cent of total employee con¬ 
tributions is taxable as income 
each year; the balance is ex¬ 
cluded from income until the 
amount excluded equals the 
amount of the employee contri¬ 
bution. Thereafter the entire re¬ 
ceipts are taxable 

If distributed all in one year on sep¬ 
aration from service, the excess 
over the total employee contribu¬ 
tion is long-term capital gain, ex¬ 
cept as to certain types of non- 
trusteed contracts 
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Type of Insurance 


Pension trusts which 
are nonqualifying 

Rebate on mutual 
or group insur¬ 
ance premiums 

Use and occupancy 
(fire> 


Premiums 
paid by 


Employer 
and em¬ 
ployee 

Owner of 
business 


Owner of 
business 


Workmen’s compen¬ 
sation 


Employer 


Proceeds 
received by 


Owner of 
business 


Owner of 
business 


Employee 


Are proceeds taxable to recipient? 


Employee Yes 


Yes, if the gross premiums were de¬ 
ducted as expenses 


Yes, if the policy insured against ac¬ 
tual loss sustained of net profits in 
the business. These proceeds “arc 
not proceeds of an involuntary con¬ 
version but arc income in the same 
manner that the profits for which 
they arc substituted would have 
been” 

No, where the insurance companies 
agree to pay a fiat per dicin allow¬ 
ance as a result of the loss of the 
use and occupancy of the property 
destroyed 


In this case there is no recognition of 
gain when the proceeds arc re¬ 
ceived, if they arc expended to ac¬ 
quire other property “similar or 
related in sendee or use to the 
property destroyed” 


No 


J J. Some reminders 

In the preceding pages we have tried to help you answer such questions as 
these: Do we have enough insurance? Of the right kinds? Arc our policy 
forms the best ones available? Or can they be broadened? 

In this part we shall consider some important supplementary points 

relating to your coverage. 

You should keep a summary showing, for each policy or group of policies: 
property covered; brief description of the type or nature of the coverage; 
name of insurance company; policy number; amount; period; date effective 
and date of expiration; amount of premium; significant clauses, for example, 
the exclusions; total coverage of each type, that is, fire, burglary, liability, 

and so forth. 
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ance CoveragewhiSbrok Uat, '° n ■“ UnUSUa '’ **““ * 3 type of in sur- 

Vour broker C an ^ubmh *T ^ £ T "T ^ SOme circumstances, 

ance departmen Z u°' 3PPr ° VaI by the Statc insur- 

^ Undem may be fOUnd locally, or 

1^0 not expect insurance to cover vou against all f u„ • , - 

your busin^cc i y a ^ amst aI1 the risks incurred in 

y ersj and depreciation, obsolescence, and main- 
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tenancc or repair costs of equipment and apparatus. All these are the every¬ 
day hazards of business against which no insurance is obtainable except that 

provided by your business acumen. 

Insurance men report that frequently claims arc made for losses not 
covered under the policies. Rut the insured puts it this way, “We never seem 
to have the right kind of insurance for the loss we sustain. 

Such incidents are easily avoided by you. Continue to be apprised, by 
reading or through information from your insurance advisor, of the changes 
in types of coverage available. And, as has been suggested above, keep up- 
to-date records of changes in your exposures, including both hazards and 

amounts at risk. 

If you are considering dropping a policy before maturity, give thought 
to the premium which will be returned to you. Generally, when you cancel a 
policy you will receive a return premium based upon a short-rate computa¬ 
tion, in contrast with a prorata computation. 

The prorata return is based upon the actual number of days remaining 

unexpired under the policy, in comparison with the entire period of insur¬ 
ance coverage under the policy. Short-rate computation yields a lower 

return premium. 

The latter method of computation gives consideration to the expenses 
incurred by the company in writing and administering the insurance; obvi¬ 
ously these must be paid for out of the premium earned. When the insured 
cancels a policy, he is penalized by being charged a higher proportion of the 
total premium' (short-rate method) than when the company cancels, or- 
under some circumstances—when cancellation is effected for the purpose o 

rewriting the insurance with the same company. 

Illustrative of the difference in cost on a 1-year policy, employing the 
uniform short-rate table used in many areas, is this comparison, applicable 
where a policy is concclcd after being in effect for thirty da\s. 

Short-rate method Prorata method 


Proportion of 1-ycar premium charged by 
insurance company, per cent. 



Approx. 8.2 


It may develop that cancellation is undesirable because the return premium 
available under the short-rate method is so small as to be more than 
balanced or offset by the risk of loss remaining after cancellation. 

Select your broker or agent on the basis of his knowledge, experience, and 
skill. Whenever possible avoid picking such representative because a lend¬ 
ing agency, a customer, or a creditor makes the designation of a specific 

broker or agent a prerequisite for doing business with you. 

It is usually unwise to have more than one broker or agent. A single 
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matters. ' h ° “ “”’ i>e ‘ e "‘ ™" informed on insurance 

r ” in —*■—. 

;r “ s"m c T,tr °°£ - s 

“ - —to p -■“ sl 

assumed° under f* -> « -to «*to y»u h„e 

ventures you plan to undertake 7 ° r su PP licrs > what new 

him with all The data he need ^ J maUerS - And you ^uld supply 

valuations of protl v lt 77 “ ^ T*” 8 * ** y ° U ’ incl ^-ng 

in your business Al o vo T u ^ ° r deve lopments 

You J V ’ V Sh ° U,d rCp ° rt y° ur losses to him promptly 

age, in tTe ri/ht a " br ° ker { ° Pr ° Vide >'° U with the right cover- 

ments are experienced"* ‘d fi ™ n . C ‘ ally SOUnd com panies whose claim depart- 
claims. d efficient as wel1 as fair and prompt in settling 

types^of nthe may f be COVered in substantial 'y similar fashion under different 
by L com'a'"’ th ° SC ] ' SSUed by casualty companies and those 

Pohcv berrh " 7 Sen r aI ' y ’ thCre Wi ” be Sconces in coverage one 

two Le g f than thC ° ther ' And thc underwriting practices of the 

ore IZ J r U 7: WU1 3lS ° differ - L,keWise > the »*■ wil vary Th cr e 

°re, a Wide knowledge of coverages is required. V 

° f the IeSS Common ‘yP es of insurance coverage it is 
age 7 a nsW f "T' ° bSerVati ° n * hat a particu,ar ™thod ofcover! 

situation must bT con ^ 1 end ° rSement is aIw ays best. Each 

coverage Zer the independently. The risks and the costs of 

before you decide ° ^ mCth ° ds mUS ‘ be weighed carefully 

Some f °r!!d W - nS reminders are arranged alphabetically by subject 

Preliminary ^ppHcation^l^h ^71 ^ °" ** *** ° f Subrnission of a 
°r series of deda rTtioZ’ C 7 f t”'™ “ a ^“honnaire, or proposal, 

constitutes part of he Y ’ lf tHe mSUranCe is issued > th e application 

supplied wC l msurance contract. And you are held to the responses 

help the com u 7 materiaI to the contract. The statements you make 

and also aid inZ ^^ desirabilhy of the risk > ou ° ff er for coverage 
fore Clnt. C ° mpUtatl0n ° f the P remium - The declarations are there- 
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Many policies provide for the automatic reduction of the face amount of 

the insurance when a claim is paid. On the payment of an additional 

premium, computed on a prorata basis, the amount of the policy may be 

restored to that in effect before the reduction. 

However, other policies provide for automatic reinstatement of the full 

amount of the policy without additional premium. 

Where a bailee , for example, a warehouseman, holds your goods for stor- 
age or processing, and is required to insure for your benefit, make sure that 
you know the name of the insurer and the amount of coverage. 

It is generally convenient to insure under one blanket fiolicy, issued on a 
reporting basis, stocks of goods at many locations, sometimes widely separated 
from one another. Similarly, it may be convenient to arrange for fire insur¬ 
ance and extended coverage upon all of a company’s buildings and equip¬ 
ment in one blanket policy, with limitations as to the amount of insurance 

on the building and equipment at each plant. 

Do not consider yourself adequately covered if you have a few individual 

bonds for small amounts, when what is needed is a blanket bond covering 
all your employees. Remember that the embezzling or defaulting employee 
is always one who was a trusted worker. His very excellence as an employee 
militates against the probability of early discovery of his fraudulent acts; 
if he had not been a trusted worker he would have had little opportunity to 

make off with the firm’s money or property. 

And be sure that the limits of coverage under your bonds are adequate. 

Consider the case of a company which had fidelity coverage, on a named 
individual basis, of $ r ),000, although the firm’s annual business was a thou¬ 
sand times that sum. 

It has been suggested that a skilful defaulter can make away annually 
with 10 per cent of the total of cash, receivables, and inventory of the com¬ 
pany. Tripling this sum for safety, it is suggested that coverage be acquired 

in the amount of 30 per cent of the total ol these assets. 

A factor which you must consider in connection with your desire to place 
insurance is the capacity problem which has faced insurance companies, an 
which, it is reported, is now beginning to case. In recent years many of the 
companies found themselves unable to provide the coverage sought by appli¬ 
cants. . , .. 

The causes of inadequate underwriting capacity were the inflated dollar 

value of the properties submitted for coverage, without corresponding in¬ 
crease in insurance company capital; the comparatively fixed limits of risk 
which a single company may take on a particular piece of property; the 
additional premium reserve requirements which accompany increases in the 
total risks assumed and which consume surplus; the inability to distribute 
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:z;z,T im "“ iona " y ’ «* «*- of »™„«, „ 

oT ^7 ~-'f—* m „ btI>inins 

™ particularly true of property iu^uce' " l " ™> 

standard risks Therefore''! 1 l ° ^ amounts on sub- 

amount, rehere le risk of **5? * of large 

fined in substandard f.,1!, “ *• P"*»* » nrain- 

m.*,r„d 0 p'ot«d“o? e7,!'T- ^ * *-*»• expert in insurance 

Kzrs". ha ™ «« " pl “ 

under.vriter'u'ho'svd! nronifest “T" ^ • - » 

criterialo'lmidlyS fin C,Ca 'I' he 7' insurancc com Pany available. The 

fairness i„ loSetllemS 7 n”“ “ d ““*■ *" d reputation for 

charged. But inability fi r/* / 30 mercly tbe amount of premium 

risk mav f ° l> find wel, -hnown insurers which will accept your 

result mav be ^ ‘° COVera Se with companies not widely known. The 

number^of “ mCreaSe “ y ° Ur “PP^entary work-checking a larger 

for the more numero 35 ‘° Pr ° Pnety ° f Covcra S e ’ making appropriate record 

and agents. P ^ ^ maIdng the acc J uaintan ce of new brokers 

a g^for C the I ma P ° ilC> h °' dUp insurancc > ic » desirable to take cover- 

In time mum P° sslble nsk > not the average or usual amount. 

increase in JL™ 1 ”® Pn “!' lnsurance survey * generally indicate the need for 
me n respond thTlT ° lnsurance ■ Queried on this point, most business- 
concerned let a a ■ HCy , arC n0t Ca,Tylns enou S h insurance. Many are 
insured. Sen ° US ° SS render them inso,vent because they are under- 

PreifuJc'T'ff Sh ° Uld be obtain ed on liability policies. The additional 
setting th; • COVerage above that for Iow limits is relatively small. Off- 
ments w h’ tT \ 6 " otIceable tendency for courts and juries to award judg- 
Wh 10 take lnt ° cons id erat ion the rise in commodity prices. 

desirable tban ° ne form of P ub,ic liability insurance is carried, it is 

possibility ° f P Ce aH the insurance with one company. This will reduce the 
allocation of |. C ° n ‘ roversy among the insurance companies concerning the 
dispute ° labl Uy where the degree of responsibility of each insurer is in 

bicycles^ C T‘ n babllity P°lici es > nonmotorized vehicles, such as hand trucks, 

> an carts, are excluded from coverage unless special endorsements 
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are added and additional premiums paid. Under other policies, these 
vehicles are included in coverage without charge. Be sure, therefore, if you 

use such equipment, that it is covered. 

All liability policies contain lists of exclusions. Be certain to obtain cover¬ 
age, so far as is possible, on such of the items excluded as you consider neces- 


sary. , . ... 

Minimum premiums arc often set for specific classes of insurance policies. 

The minimum premium is the lowest amount which the company will charge 
to provide insurance of the type sought, for the period agreed upon. It is 
payable where the premiums computed on the sum at risk, at the regular rate, 
reach a lower figure. This requirement exists because the insurance com¬ 
pany’s expense in writing the policy, and the provision for loss claims, render 
impractical, businesswise, undertaking to cover the risk for less than the 

stated minimum amount. 

As noted above, increase your coverage to consume the minimum premium, 
if the value of the assets at risk warrants such increase. 

If you operate in other states than that where your principal place of busi¬ 
ness is located, or in foreign countries, be sure that you comply with the laws 
of these jurisdictions concerning insurance coverage. All states make com¬ 
pensation insurance compulsory. And many have passed financial responsi¬ 
bility laws relating to personal injury and property damage claims against 
operators of automobiles, insurance coverage being accepted as evidence of 

responsibility. 

In setting up a pension plan for your employees, approval of its provisions 
should be obtained from the Bureau of Internal Revenue so that the pension 
contributions made by you will be allowed as income-tax deductions. 

If you plan to offer personal surety bonds, consider the disadvantages of 
such practice. Fiduciaries have defaulted and the personal sureties, who took 
on the obligation gratuitously, have found themselves inconvenienced 

financially. . , . , 

Be sure to check the policy limitations on the amounts of insurance whic 

will apply at specific locations against the values of your property at risk 


there. , 

Inside narrow geographic areas, fire insurance rates arc commonly tnc 

same within groups, types, or classes of properties, considered to present 

substantially the same degree of risk. But exceptional circumstances will 

affect the rate; for example, additional hazard may be contributed by reason 

of the nature of the work performed in surrounding buildings, or within the 

building itself. Or the nature of the materials kept or used at these places, 

or the unusual construction or fire-resistant devices available, will exercise 


an influence on the rate. 
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withstand the finLcilnmnaTt^f^ ^ Y ° U ™ ay be Un P re P artd to 

.uate to permit ^ 

sante risks “hould^read alike. ' n'tWs ZVelariZTZ^T' ^ 
formance with one another. ’ g them ,nto con ’ 


first page of standard fire policy 


No. 


if STXT m0n ° f ° f COmpl/ly 0r co ' n P“ i « 'he policy and other matter permitted to be stated at the head 

*» «.d»d r„™ 

In Consideration of the Provisions and Stipulations herein or added hereto 
and of . 

... ^ . .Dollars Premium 

““ Company, for the term) from the . 

of .. /to the . ! .- 19 ’ * /** QOOn - Standard Time, at 

. .^ ol . .19... (location of prop*]tv involved 

to *n amount not exceeding 

d~*insure ".*. D ° tUr *- 

wTtdTcon to e ^T'or!nl£ U .t' ZSh TiJue property “ time of loss, hot not exceeding the 

<«* »ftcr such loss, without ln 0 ^^ r' property w,,h material of like kind and quality within a reasonable 

rf * Tlhtin r construction or repair and . f ny mcrCASttl OT5t of rc f >air or reconstruction by reason of any ordinance or la* 

*"*• »°r in any event for m^t^hT ?,! «”"P«~t.on for loss resulting from interruption of business or manufac- 

AND by REMOVAI ° lb< m * ured - DIRECT LOSS BY FIRE, UGHTNINC 

POLICY, EXCEPTa's ^EREm^riL^™ ER£D BY THE PER,LS INSURED AGAINST IN THIS 

•*“?«* « described in 2 0 ^a forfiT *° t* proper * dMcn ' bed hereinafter while located c 

be removed for prese^Z L ' n iT “ P ™ per pU ~ 10 which ot tb * P^Perty ah.U 
P servaoon from the perils insured against in this policy, but not elsewhere. 

This ,J. 0 Ihi * ,hifl ° 0t ** VlIid tXWpt with the wntten consent of this Company. 

which are hweby ^adTt'i!^ *° fore * oin * P rorUionl *"<* simulations and those hereinafter stated. 

*dded hereto, as provided iTthis policy.^ ** 0ftthcr mlh ,uch 0ther pfov,slonj - stipulations and agreements as may bi 

TOltnese TO hereof, this Company has executed and attested these presents; 

“nlew countersigned by the duly authorised Agent of this Company at . 


or con- 
necea- 


but this policy shall oof be valid 


• • 


• . a 


Cooater 


Ufttcd this 


<Uy of 


Secretary. 
.19 ... 


Pruidunl. 


Acikt 


f**g- I. New York Standard Fire Insurance Policy. 
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SKCOND PAGE OF STANDARD FIRE POLICY 


Conr«fcl0?al. 
i r aud. 


I'J 
1 I 
l .* 
13 
I I 

1 •» 
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17 
Id 
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.0 
21 
* i • 
w • 

2 I 
21 
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This entire policy ah*U be v©.l «f. whether 
\ -f«,rc or alter a loss. th© insure ! has wil¬ 
fully concealed or tt.i irep resenlod ar./ n a- 
uriftl fact cr <ircum»mnce concern in* this it.' .rar.re cr « - 
5ufc,«l th* *r th* mb r,<t of the .ni-irr I th* r- ^ «t in * • ; 

. f r , loud 0/ ut*e aweann* b> the ' • *'••» * * • ‘ ' * . !*,.* 

I nin jraMo Th . policy thill n ; t cover iiccr.ui^ bjU, 

and oirrrify, deeds, evidences of d«-M. money or 

cxceoteJ properly murit.es; r r. unle'S a pec.fi *11/ n#ir.©0 

? l <*rcon in tinting, bullion or mar.useni t*. 

ftriU not Thu I' mpjny 't.%11 r t li l.'llc I t 

included. fro or ether pcf.ls .Mured " ,h ' 

I-.hr, n-jj -J. J.r. tly or md.Kvtly, »•* 

enemy attack by .armed f rev. inJul.n* art. n ta.-r. b, nili- 
- naval r a.r f r - s »n n -tin* an ft *■ <«» *t _ 1 ■ « * 

impending cr.-my nH-v-k. IN invasion; (cl insirit. .... .. J-ll 
rebellion (. I rr. t-ilmn. If I civil war. Ig) u'ur^d j -*«r. *. h> 
order of any c.l «utS»v>ty crept acti of destruction at th* tm - 


31 
• 
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37 
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40 
II 
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43 

41 
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4*. 
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62 
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61 
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61 

64 
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6H 
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72 
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71 
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76 

77 

76 
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of and for the l »' p.o of pr* venting the spread of hr^. , r- ..« 
that such fire .1.1 n..t «.f.*inatc fr m any M the |rriis cvl-jocJ 
*,V »h t t i.'-y III neglect .1 thew insured to u*c all r«.«. *‘*b.e 
mJnV tl a.r a, 1 r rc%. rvc tho propeit, at an I a.M. r a l>vx. or 
; ( n lha p< . fly is er langcrt 1 by m m «Kb '**]£**' 

(,) r..r * hall th.s Company ho l-Mde for I *•> 

Other Inauianee. Other .n«uranr« n ay bo probih-'tcj or the 
Am unt of insurance may l< l.nulcd by en- 

J-.r*'ment attached hereto. .. . ..l,. 

tond.h-ns •u*pendint or rratrletlng Ineursure. Ulc« Mhff 
-Mr pro*idrd .n * riling added hereto this l«»rop*n> ahall not 

l.r liable lor I'M r*<corr.nic ...... 

(J , *h,le the hax.vd I* m rrasrd by any means ^.thin t. o c n 

t,,,l <.f kii.i.»< • tl.o ir-.^reJ, ,k f 

It. Mh.lv u d scribed buil-hng. whether mtcnlf J; f j f V > 

1 / owner or tenant. i» vacant cr unoccupied beyor.J a pcr.vj of 

V«V , -‘7777W.W- «r not. un!f „ fire .«»«*. .» 

oih.r^'r’u"' ' to b- In-urr I .V.- 

VdlieVprovLtiont. The ectrnt cf the application of Insurance 
V under th.s policy ar i .-f th- c-ntn*-Vn .. t » 

ho made by this Omiary in c-ve of I .»t sr..J any ••’her 
visirn or agreement not inconsistent w.th the | rovisii -ns . i 
prlicy. ma> »< provided for .n writing added hereto, but *» **■* 
..sion may be waived eicept such as by tho Urn.s of th.s pol .y 

Walter Cl ' f hangr^ ^ 1 inp th.s insursree shall 

provisions. rust, or waiter ,.( any provision M» va ,d 

unless granted herein or eipr^ssed »n writing 
ndded hereto. No provision, stipulation or forfe.turo fhall 
held to te waived by an> rcqairemenl or proceeJ.ng •'n ib«* psr. 
of this Company relating to aDfra.sal or to any examination 

f *r><»llitioB "Vl. - r'l f V «h’.l w* ..«»« » r » 

r;,, ,h r^r; 7^r»rr^..7 h .^ j*r. 

r.rMrr r. thi. policy, refonj th. c*cc»» of r*’ J premia". »•««■* 
th. cu.'om.ry »h rt rate. I t th. ciptfc-l <•">.. Th'« 

Icy may b- earcelkd at any time by th % Company b> *»' r J 
t » the Insured a Ave days* written rot.ee of rancellstion w.*h 
or without tenJer of the etce^, of paid premium aN*ve the pro 
rata premium for the etp.red time, which exceas. f not trn; 
drred; •hall t- tefunded en deman I N ••ce of caree^tt. n s. a I 
a*a»e thst «aid escesi premium 'If not tendered) w.ll be re 

funded on demand. . , .,_ . _ v t. 

Mortgagee ,f hereunder Is made payable. In wh I- 

Interests and or in part, to a designated 

obligations. named herein as th* Insured, such interest In 

this policy may be eancell«sl » v riemg t«> such 
mortgagee a »-n «!•>*’ written n dice cf can 

tf'lhe insured fads to render proof of |-ss such nvrtcsree. ' 
notW. .halt r.r.H.-r proof of I .. .n th. form h-r. p 
v.thm ...ty ift"I .'»ya th.r.aft.r an) «h»M ho .-.h..-! P»": 

.I4'M fc.rrnf f.t.tine to arpr.M.I »n. tim. < f I » . r‘ t ' I 
hrirC'Rf If ">>» *on-.pany ahall flatm that r... ha- l‘ V .« 
talo.f ..to th. mortgagor or o»T.rr. it ahall. -o <h. ritrn! of rap- 
men? of loss tn the mortgagee, b- *uHr- rstel t.v all the n. rt- 
rsree's rights of fr cover v. but wMhut imrsinn? mor P vge* s 
right to sue: cr it mar pay off the mortgage d»M a- 1 
an assignment thereof and of the mertgsge. Other pron.ions 
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oi» 

to 
A i 

es 

e.» 

?0 

PI 

1*2 

Vi 

Vi 

VS 

•."I 

V7 

VS 
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I* si 
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I m2 
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101 
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I 6 
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111 
112 
ll> 
III 

115 
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relating to the interests and clligaliora of tuch mortgage# may 
t-c added hereto t y agrven.tni in w«.*.ng. 

Pro rata liability. 1ii.sC- ri.pany shall not be baMe for a greater 
prup r*n>n wf an> Ic j than the amvwint 
hereby injured ahall l*e.»r to the *o.-!c u.surwr.eo covering th* 
t r t. against ih- peril involved, whether colleclibl# or n .. 
KruuirroKiiLt id 1 ho insured shall piv® immcdiat# or..ten 
cas© losa occurs, notice t.» this Coro* ‘»>y of any lo*«. iro-^t 
the property from further dan.Age. f.»rthw».n 
scf.sra'o tho damag'd ari unJam.igid p«rr nsl pr ! -**•>• i J - 
it in tho Kst pwMibl# order, fuirn.h a ccinpictc in»<n.v-ry cl 
the destroyed, dan.aped and un.Janijgcd preperty. shoa.ng in 
Liil quint . t». • toal c* H value ond oi 

claimed; and n,-h.n a.»t, da)* after the lo<s. unleaa such time 
is e«icnd.-d m anting b, this Company, the insured shall render 
to th.a Company a proof of !«•%•. s.gr.ed and saorn to ty ths 
inured, sta'.r.g tho Wnowledgo nr.J lelu f of tho inured as to 
the following, the tirr.o and origin of the losa. t ir. ci* a* of the 
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|nc loil-sw wg. sr.C nrr.o nnu viv * v . . 

insured and of all ether, in the property, the a^tua cash saU© of 
each item thereof and tho an urt cf less thore.o all en.uin 
brancea thereon, all ether contracts cf ir vjranv© whe.hcr va «d 
cr o>t, c.ver^g any of said rmjeriy. any changes in the t.t e. 
u-e. ©ceupat.cn. I cation p or eapo^rej of said PJh 

erty *.nc# th© issuing of this pM.ey. b> whjm a - 
l irp-•*© any bu.IJirg her-m d<s:ritcd * r J tr *e aoeral - 
Ihcr.of urre ©ecu; 1C I at tho tir.i© of levs and whether or n t »t 
then at i n leased gr w l. #r i s*vail l in -h « c y of alII tM 
d jcnptior.a ar.J ».h<.iul. s ,n nil rMr.es an I. if roqjircd. **«>•■ 
tiara nr.! *p-v.f.cati ra of a:.> building, futures or mach.nery 
destroyed -r damsg- J. Th© In.urcd. at often a» may b© reasoO- 
• My required, ihall exhibit U any per* :n dcsigra.ed by this 
< ..mpany all that rcn.air.s of any property herein de»cribed. and 
»j* m«t to cxammsti r.s under oath by any |<rson named by tma 
Company, an3 aubsenb# the same; and. as often as may M 
rraai.nal.ly rr .u.re I. thill :r-1u;© for etaminali^n all i of 
account. Mil#, mvu.ee. a d other voucher., or vert.i.ej < P■« 
IM thereof if originals be lost, at such reaxenab!# time and p tw© m 
• 21 n.ay U design»u I by this C mpany cr its reprvjentat.v©. a .1 
lhall permit eitrac** and coi.es th<n*of to tv made. 

APC..U.I. I" .hr .nv Jrf d .r.J l.., CrB-Mnjr .Wl 

fail to agree as to the actasl c.uh >alj© or 
th- amount of loss. then, on th- written demand of *•**«'. each 

• hall select a ©• mpetert an! dismlerestes! appraiser ani . n '‘* 7 
ihe other of the appraiser aelec’ed w.thin twenty days cf su.h 
.•ema*. 1 fi - appraisers shall first «cWt a competent and ! »• 
interested umr.re; and failing for fifteen days ^ agree upon 

• ueb umpire, then, on request of tho insured cr this Company, 

auch umpire ihaU be •electeJ Mr a julge of a court ot 
the .tat- m wh«:h th- property Covered is located. The 
pra.sers ahull th«-n appra:«© the loss. Mating sep.ara.ely ac jal 
,-sih value and last to e.s.-h item; and. failing to agree. *h»ll 
submit their 1 Terences cnly. Iv -.mp.r© An aw srd .n wr.t- 
irc. ao item.re J. <f ary two when filed with this Company ahsll 
drurm.n- the amount .f actual cash value ard Iom.■ »-*; h 

apj ra.ser s)©ll U* no 1 by th* !*r’> jelecUng h.m and the ei- 
f .r..es of appra-yai ar.J 4imp.ro ahall t© P»f es 

Cornp/nj'. It rt»ll ^ -PSOr.I w:tS «hi. 

cpturu. «»v. cr 1 .r|. cf IK. rrc^fty »t «h» 

agreed cr ar? raised value, and also to re- 
pxlr. rebuild cr replace the property destroyed or d^aged w.th 
e*her of like k.n 1 and qual.'y «»th.n a reasonable time, on r»e 
mg notice of its inter.*! n as t* do wi*hm thirty days af.r' tl 
receipt <f in© rrorf of loss herein requ rod. 

Abandonment. Ther© ran be no abandonment to XhU C m- 
psry e*f any property. , - 

W h*n lost The in-ur.' of 1 •* for wh rh th.s Company 

parable. may h* liable *hall No ravabU Mxtv days 

after rr.'-'f of loss, r.s herein prov. od. «» 
weired by this Company and ascerta.rmert of the less is maJf 
either by apreerrent letwcen the insure I and this t om.any e« 
pr^s.rd in wr.ttrc er hp the ftlirg with th.-s Company of on 

. ..rJ .. heer, t W t of lMlMl CB fWi H <cr fer iU 

try of anv claim shall be •usta.nsM© in any 
court of law *r equity unless all the roquirerrents of t % r^i cy 
shall hsr© been comjl ©d w.th. and un’es* commenced w.th n 
twelve months r.ett after insertion of the lost. . liir ., 

Subrogation. This Comrary mar require from the IwaawNl 

k n assignment of all right ©f recovery a 
any partr fvr toss to the estert thst payment therefor »• ms.te 
by this Company. 


Fig. I (continued) 
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practice has been folLwTtTnot" 'th^Tr 1 ° extend its markets overseas. This 
domestic operations trading abro d^" ^ ^ tbat ’ by com parison with 

markets are relabel™"? wlt'T d ^uit and these 

antedates the Civil War it wasn’t f! ^ ' nany com panies 

- make investments £ b ^ a " 

»as markets better. installations in order to service their over- 

output. On the^average^o 1 ^ 11 abS ° rb as much as a third of their 

cent of sales. Althe u ’ ' vever > these markets account for about 10 per 

not only extremely nfofiThl ’k tSrmS ’ f ° rdgn out ' e ts are regarded as 
turers have testified thaf exoo t StrateglCal,y important. Many manufac- 
business and in manv in t ° perat,ons have acted as a stabilizer to their 

a 'oss might otherwise have" beenTncurred *** * ^ “ Pr ° fit Where 

government has" plated fi s t° W " 3 dispositl ' on for foreign trading, but the 

special legislation de ' !, P ° f approval upon ‘his activity by providing 

r rnc ° uragc . f ° rdBn s p‘«“ 

these inducements Since 7™ antltrust ' e g lslat 'on are typical of 

that this countrymJ SLT ' » predicated upon the belief 

tr V can continue to e ake / he u lead in bnn gmg about world recovery, indus- 

ntinue to expect further assistance on this score. 

'• Trading channels 

choose when ZlUnZinT™ W 7° br ° ad aitern atives from which to 
ex Port business to a ° reign mark f ts ; The y may either “farm out” their 
the 'r own foreign JuS*”" SpEClaIist in the fieId or se " Greedy through 

facturer of 0 the r nrnh, i0na ' “ port *P ecial ists in this country relieves the manu¬ 
ally unnecessary f T* ° f f ° re,gn Se ' bng t0 SUch an extent tha t it is gen- 
hoose contracts ZZ Z ‘77“ eXP ° n managen Th e domestic export 
several manufacture , thr T gh ‘ tS ° Wn foreign ° Utlets the Products of 
U nder direct n 7 ted but noncompetitive goods. 

T his may involve < manufacture r establishes his own foreign outlets. 

ve some investment abroad if he establishes his own foreign 


773 



c HOW TO DO BUSINESS ABROAD 

Sec. 20 

branches or manufacturing plants. In more typical cases, an agency agree¬ 
ment defines the relationship between the manufacturer and his foreign 
representative. A resident foreign agent canvasses a prescribed territory and 
receives orders, which arc submitted to the manufacturer for shipment to 
the buyer. A foreign distributor, on the other hand, buys outright for his 
own account. Since under this method of selling it is the manufacturer s 
responsibility to handle foreign shipments and maintain liaison with his 
foreign representative, personnel familiar with the techniques of foreign 

trading become an essential part of the manufacturer s staff. 

In response to the diverse needs of exporters, several types of professional 
export traders arc available to serve him, as will be noted in the list below. 
They reduce broadly into three groups: (1) buyer and seller for own 
account, (2) buyer for foreign customer, and (3) seller on behalf of 

American manufacturer. 


I. 


2 . 


3. 


II. 


Channels for Trading Abroad 

Domestic trading channels 
1. Buyer and seller for own account 
a. Export merchant 
Buyer for foreign customer 

a. Export commission house 

b. United States branch of foreign import concern 

c. Foreign-government purchasing commissions 

d. Other: Purchasing missions for foreign utilities, railroads, etc. 

Seller on behalf of American manufacturer 

a. Export agent 

b. Combination export manager 

c. Export facilities of another large company 

d. Wcbb-Pomerenc associations 

Foreign trading channels 

1. Buyer and seller for own account 

a. Distributor or wholesaler 

b. Jobber or retailer 

Seller on behalf of American manufacturer 

a. Agent or representative 

b. Traveling representative 


2 . 




Export merchant. Sales to an export merchant are handled in much the 
same way as domestic sales. The product does, however, eventually reach 
the foreign consumer. Furthermore, the volume of orders received on this 
basis provides the manufacturer with an approximate measure of the foreign 
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Szs 'zzzr:<\*: .*• r-r*»■* ■»—^ 

merchant. In fact the absence of’ S llp ™ ent 15 mad e by the export 

consumer is a lead in! v Tl C ° ntaCt betWCen P roducer and foreign 
share of Lr exion t/ade'h^XH b »“*•«*■« ^annel. The 

has been decreasing as f ^ Y CX u p0rt meichants operating in this way 
nique of”® ^ manUfaCtUrCrS haVe b —e familiar with the tech- 

jo te^'fhTv n “ nU, “'” r " “ »> •» i".er«.«d in expand- 

i ^ ^ must have someone to renrosont him r T , u* * 

say that a eood volume • , , ^present nim. 1 his is not to 

the export g me rc V htror^ 

prmanlymterestcd in selling rather than purchasing fo^fordgn Account s' 

there would bTno ‘"l HandHng advcrtised specialties for which 

channe l . 1 T UnleSS k "’ ere created by salesmanship. He 

salesmen ^ ° r «»* »* own 

manufacturers of relit db ^ ° rdmanly he re P rese nts several American 
t t_ j f ° f related but noncompetitive products. 

financ e Th!- 1S arrangernent 11 is U P to the manufacturer to fill orders and 

the domestic \ZTde' ^ beC " $ma11 ’ thc facilities of 

following through ahT nt 6 frequently been “tilized. The job of 

to one or more L h Tu g °’ ng ° Utside the C ° Untry haS becn assi S n ed 
ever, that there ^ 1° de P artm ent. Experience has shown, how- 

without a separated ‘"“‘t* 0 **“. volume of shipments which can be handled 
W kk Sepa ate de P ar tment for export. 

vided 6 L P l m 7 n lv7r» t!0n ' C °°P erative se], -g in foreign markets is pro¬ 
manufacturer t mC ?r ACt ’ paSSCd in 1917 '0 enable American 

Price fixing i compete wnh foreign manufacturers organized into cartels. 

in domestic m" agreements on seIIln S terms > which are practices prohibited 
against W; k g) assist ex P°rters in obtaining better prices, particularly 
Position onT bU> ’ ing mono P°hes. It was also believed that our competitive 

reduced bv „i° r — market ! wouId be improved if marketing costs were 

y eliminating duplicate sales organizations. 

under^heT g ? nera ! typeS ° f We bb-Pomerene associations operating 
agenev fn n’ P th ° Se in whlch the association serves as a central selling 

the shLm! T t ™ CmbCrS) taking ordcrs > negotiating sales, and handling 
for its V g ° ods; those in which the association directs the exports 

orders j rCta ‘ nS Certain functions in export trade, but where 

( 3 ) th P a “ d by agents already established by the members abroad; and 

the m "b ln , WhlCh an export company is formed for the purpose of buyin°- 

ers products and reselling them abroad. 
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Functions Performed by Webb-Pomerene Associations 1 

Acting as export sales agent 

Employing agents or directing the agents of the members of the association 

Establishing terms and policies for export sales 

Allocating export business 

Fixing prices for sales by individual members 

Purchasing products for resale 
Standardizing export product 

Exploiting members’ products in foreign countries 
Arranging for insurance, freight rates, cargo space, etc. 

Collecting and disseminating trade information about foreign markets 
Promoting conferences and agreements in export trades 


2. Direct foreign representation 

In spite of the convenience offered by professional traders in this country', 
manufacturers are inclined to favor direct representation abroad.- The 
foreign distributor and the manufacturer’s foreign agent are the two major 
types of foreign outlets. The distributor can be distinguished from the agent 
in that he carries an inventory. He is sometimes called a wholesaler and 
receives deliveries from the manufacturer on cither a consignment, a credit, 
or a cash basis. The exporter is obligated to assume all of the risks and 
responsibilities of foreign trading, since he must ordinarily land his product 

in the foreign country before receiving payment. 

It is felt that the manufacturer is out of touch with foreign buyeis w ten 
he does not have his own foreign sales outlets. Another criticism sometimes 
advanced is that the product is too technical to be sold successfully by anyone 
other than the members of the manufacturer’s own selling staff. Particu¬ 
larly is this true of manufacturers of machine tools. Since there may c 
no contact between the manufacturer and the foreign account, there is little 
opportunity for efficient servicing of the product and continued business. 

More important, however, in influencing the type of channels to be se¬ 
lected, are the positive advantages to be gained from direct selling, trough 
closer contact with the foreign market, producers are able to tailor their prod¬ 
ucts to the ever-changing needs and desires of the foreign buyers. In addition, 

'Source: report of the Foreign Trade Subcommittee on Small Business and the 

Webb-Pomerene Act, U S. Senate, August, 194b. urbanization 

• A study made by the National Industrial Conference Board entitled O * 

for Exporting" showed that 74 of 105 representative American manufacturers ^ 
selling abroad through their own foreign agents or distributors, as ag. - - 

looked to domestic export houses for assistance. 

776 



SELECTING A REPRESENTATIVE 

.1 . Sec. 20 

2* ZZXjr*" P °"“° n “ ,,Udy “ d "*™ or 

“ a,! k ° ab,c ,o " erci " * d “' 
through domestic exnorf rh hls Product than the manufacturer selling 

to restrict his sales to a el ° r exampie > ,{ the manufacturer wishes 

able to d!> so He is also bet C t U ^ ° f ° UtIets > he » 

_ ' _^ better able to Promote many of his products. 

Financing Export Shipments 

Gash 

Payment with order 
Bank letter of credit 
Revocable credit 
Irrevocable credit 
Confirmed irrevocable credit 

Export draft on buyer 

Time draft with ^ ayment Upon P rese ntation of documents to buyer 
hereafter d ° CUments u P on acceptance and payments some time 

Open account 

Pe ba°nk Cal remktanCe b y importer ordinarily by sight draft on American 

Sales on consignment 

Ordinarily limited to shipments to branches and subsidiaries 


methods am . 1 15 WOrth n ° tlng ’ however > that the direct and indirect 

survey sh T necessarily exclusive of one another. The Conference Board 

ously Of that I manufacturer s frequently use both channels simultane- 
trader is C ° UrSe ’ they are careful to make certain that the professional 
technical r° CO “ P f mg with ‘heir own foreign agents. Usually the less 
trader. It “ • by the manufacturer will be turned over to the export 
(hose ar*> ^ Pnmanly Because of the opportunity to obtain a coverage in 

are beino^ if 6 SaIes volume is relatively small, or where new products 

tions emnl lnt f oduced > that manufacturers with elaborate export organiza- 
118 employ indirect channels. 

Selecting a representative 

^nufacr^ SeleCtion of the representative is an important decision. The 
outlets f frCC ? uentl y finds himself deluged with requests from foreign 
selective^ pCmd f s * on to handle his sales. It is necessary for him to be highly 
e m making a decision, using many of the same criteria which he 
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would employ in setting up a sales representative in another part of his own 

^Knowledge of the product, number of related lines handled, and the 
contacts and organization of the representative are the basic features which 
American exporters take under consideration when selecting a foreign outlet 
Knowledge of the product is particularly important when sales are dependent 
upon assisting the prospective buyer in solving technical problems. It » also 
to the foreign agent’s advantage if he represents other outstanding but non¬ 
competing companies in the same general field, for then the American manu¬ 
facturer will presume that he will make a good representative. 

Sources of information. The Office of International Trade of the U.b. 
Department of Commerce is prepared to assist the manufacturer in selecting 
foreign representatives. Extensive trade lists which they publish are broken 
down by major industries and countries. While these lists provide but a 
thumbnail sketch of each dealer, the Department is prepared to provide 
more complete information in its world trade directory reports. It is a com¬ 
mon practice for the manufacturer then to make an appointment for a tna 
period, after which the agent’s activities arc evaluated. Should relationships 
with him prove successful, the American manufacturer then ordinarily at¬ 
tempts to meet him by either paying him a call or having him visit this 

country. 


4. Agency contract 

Agreements defining the responsibilities of the manufacturer and his for¬ 
eign outlet arc usually in writing, although oral arrangements have often 
proved satisfactory. Generally, after naming the territory, the contract 
then stipulates the services which the manufacturer agrees to provide. 1 he 
remainder of the contract deals with obligations of the foreign agent. The 
points covered vary widely; no one contract includes all those in the adjoin¬ 
ing check list, which has been compiled from numerous agreements. All 
agreements, however, include the duration of the agency, the products to be 
sold, sales terms, and commissions to be paid. Clauses govern t c num cr 
and type of other lines handled by the distributor and make provision for 
canceling the agreement. Obviously, the writing of the contract depends 

upon the nature of the product. 

Foreign agreements do not differ substantially from those with domes ic 
agents. Of course, it is not necessary for a domestic contract to stipulate 
the country under whose laws the contract is binding. Again, the foreign 
agent may not be equipped to provide the same degree of service as the 
domestic jobber, and his responsibility may be less. Since he is farther 
removed from the home office, the need is apparent that all provisions be 
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clearly set forth and understood by both parties. Usually, the foreign dis¬ 
tributor and agent arc allowed more latitude than domestic dealers. 

Territory. The agent is usually given an exclusive territory, and he 
ordinarily draws a commission on all sales made in this area either by himself 
or by his manufacturer. Sometimes a reduced commission is paid for sales 
consummated by the manufacturer, and it is not a practice to reimburse the 
agent for purchases made by government buying missions. 

The manufacturer will not permit his foreign sales representatives to carry 
competing lines. He frequently insists that the agent devote a specified 
amount of time to selling his product and requires that one or more salesmen 
be assigned to his line exclusively. These provisions usually are embodied 

in the agency agreement. 


Points to Cover in Your Agency Contract 


Duration of contract 
Cancellation of contract 
Nation whose laws govern contract 
agreement 
Agency rights 

Use of names, trade marks, patents 
etc. 

Territory 

Acceptance of orders 
Shipments 

Manufacturer’s warranty 


Return of parts, equipment 
Reports required of agents 
Commissions 
Collection risks 
Sales promotion 
“Follow-up” of sale 
Distributor’s place of business 
Price regulations 
Other products handled 
Allocation of expenses 
Sales quotas 


5. The export department 

Since with direct representation abroad all problems fall upon the ex¬ 
porter, it is necessary for him to assign responsibility within.his organiza¬ 
tion. Either a member of the domestic sales department is charged with 
handling foreign orders, or a separate export department is set up. The 
manufacturer’s choice is largely influenced by his foreign sales volume. 

The "built-in" department . Under this method, a member of the general 
sales department may be designated as the export sales manager. He is 
responsible for all export sales activities: he conducts correspondence, 
selects foreign representation, keeps all informed on specifications and prices, 
determines conditions of sale, submits all quotations, and follows orders re¬ 
ceived for completion and shipment. In short, he must be active in all 
phases of export business and, to do so, must keep informed of existing 
regulations and restrictions and market conditions. As the domestic divi¬ 
sions such as the credit and traffic departments, usually handle export mat- 
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ters in their provinces, it is the function of the export sales manager to keep 
the several interested department managers informed and to coordinate their 
activities relating to any individual export transaction. Of course under this 
arrangement the export sales manager reports to the general sales manager 
As shipments grow more personnel are assigned to export, first on a part- 
time basis and then for full-time work. Clerks in the domestic sales depart¬ 
ment assist with correspondence and routine matters. In a word, the varia- 
tions are unlimited. 

diffW eXP °r! de r ! menf \ A Se P arate ex P° rt department does not always 
differ significantly from the '‘built-in” type, for instances are reported of 

export departments consisting of but one man. However, when manufac¬ 
turers refer to an export department, they usually imply that the export 

the'ar'f^ ^ 3SSISt him - EVen thou & h il « small-so that as far as 

of 

The department head most frequently reports to a vice-president in charge 

thn? 5 ’ r C£ I.' 5 ° n thC $ame kvel aS the saIes manager. In two out of 
three instances this ,s true with organizations with assets between 1 and 20 

million dollars. As the corporation grows, about half the directors of exports 

L . , „ ] 1 • « . investments have been made 

abroad and include manufacturing affiliates, he frequently holds an office ' 
in each of the subsidiaries. 

The department may be organized either on a product basis or according 

o geographical sales areas. Some large companies break down sales areas 

into important sales regions, while others have divisions of the department 

specializing in certain of the company’s products. In any event, all orders 

are eventually channeled through the order-writing, credit, and traffic sec- 
tions. 

Sales correspondents in the department answer all inquiries and keep 
distributors informed regarding the company’s products and its selling 
policies. Some members of the department make periodic visits to each 

Separate Company. The export department is sometimes incorporated as 
a separate company. It frequently carries the same name as the parent 
except for the addition of the word “international.” The international com¬ 
pany buys its product outright from the parent, and its report of operations 

IS frequently consolidated with the manufacturing company, as in the case 
of operating subsidiaries. 

Incorporation is sometimes resorted to in order to conform to the over-all 

S20oTo h 0O b ;rann V ual P ,:ies tf ° r “ CXP ° rt or * ani2ati °" » “ *e neighborhood of 
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organization of the home office. For example, a parent company acting as a 
holding company may incorporate its export department and place it on a 
level with its other subsidiary companies which the export company is de¬ 
signed to service. The alternative of providing each subsidiary with an 

export department would not be regarded as efficient. 

It is worth noting that a separate company calls for a complete roster of 
officers, which is an important consideration in dealing with foreign nationals. 
Joint war operations proved that it is necessary that Americans working 
with foreigners be given rank comparable to that of those with whom they 

deal. 

Location . The export department is frequently located near a port. Since 
it is almost mandatory that a company be represented at the port, particu¬ 
larly in times of emergencies, companies often place their entire department 
in this area regardless of the distance which their home office may be inland. 

Foreign selling not classified as exports. It is worth noting that manufac¬ 
turers do not ordinarily include Canadian business under exports. This is 
because of the similarity between American and Canadian practices in the 
fields of merchandising. It is also worthy of note that some companies 
channel their orders from purchasing missions of foreign governments 
through their domestic sales department. 

6. Foreign investments 

When there is a wide demand for their products, manufacturers utilize 
the channels previously discussed, frequently making investments abroad. In 
1948, when the Department of Commerce last estimated our direct invest¬ 
ments abroad, they stood at approximately 11 billion dollars. 

The underlying motive behind the establishment of foreign installations 
is, of course, the belief that a greater return will thereby accrue to the manu¬ 
facturer. However, his decision may be influenced by factors beyond his 
control. For example, because of high tariffs, quotas, exchange regulations, 
and a wide variety of trade restrictions, the manufacturer may have no 
alternative if he wishes to continue to service a particular market. It is also 
recognized that the spirit of nationalism which prompts foreign nationals to 
buy products manufactured locally has forced some American producers to 
manufacture abroad. 

On the other hand the initiative frequently lies with the American 
exporter to service his foreign customers better. He sometimes spots his own 
warehouses in strategic points in order to keep his markets well supplied. To 
meet prices of his competitors, he attempts to reduce his transportation and 
freight charges to a bare minimum. Probably the outstanding example in 
this instance is that of some companies in the automobile industry who found 
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that the heavy freight and duty charges incident to the shipment of com¬ 
pleted automobiles to foreign countries so greatly inflated the cost to the 
oreign buyers as to impose severe restrictions upon the volume of sales. They 
therefore adopted the practice of shipping cars completely knocked down 

comh H r e T f ‘ r 11 at their forC ’> P ,ants - This practice had the 
combined benefit of effecting a saving in the foreign duty as well since 

lower duty classifications applied to automobile parts. Further savings have 
resulted from the purchase locally of as much material and supplies as pos¬ 
sible, thus reducing the amount of dollar exchange necessary to provide the 
importing country with a given number of units. 

Combining the advantages of both preceding techniques is the practice of 

s abhshmg a plant abroad which is prepared to manufacture and merchan- 
aise a particular product. 

° ther fore! * n markA foreign P lant strategically located need 
to nth its output to the country in which it is located, but may export 
o other markets. There will be a borderline, of course, where it may be 

sTance Pr th l ° ^ the Uni "' d Statcs - However, in many in¬ 

stances there is no room for doubt, since shipments from the American 

P an may not be feasible. For example, the system of Empire preferences 

ere y products manufactured in British countries are exported to other 

saZTt C l UntneS rCCeiVe * arifT redllctions > «« -suit in a substantial 

it imno -M 6 C f ° mP f ny ' Agam ’ follovvin S the war the sterling shortage made 
mpossible for the same volume of trade to flow between sterling and 

able'to h H areaS ‘ C ° mPanieS Whh Plants in En S land and Australia were 

los had the T ° f thCir Brit!sh markEtS Which th( 'y would have 

lost had they been dependent upon shipments from this country 

Sh.pments from the United States. It should not be presumed that once a 

t h ™ Pany made an ‘"vestment abroad it will cease exporting from 

LVXt d at6S d f° n th£ T trary ’ COrPOrate hiSt ° ry in f-tanc« 

Shows that demand for a product may be so stimulated that exports from 
abToTd^aT f F 7 eXampIC - ° ne Compan y> which manufactured 

than in I t y ° “ d P Iu ™bing supplies for a lower income group 

than in the United States, found that its products were well received by many 

the Europeans who preferred to splurge and purchase equipment of l 

course Zte ^ ™™ factured only in the American plant. Of 

econo n r l yS those markets which can be serviced more 
economically from the United States plant. 

7. Tax considerations 

Taxes are an important consideration in determining the area in which 
investment is to be made and the type of investment. While generally 
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speaking it may be said that our tax laws are neutral on the allocation of 
investment between this country and abroad, there are some important 
exceptions to the statement. As should be noted in the accompanying table 
there are five choices available to United States companies attempting 
to do business abroad. Broadly, however, the choice lies between organizing 
a company in this country and organizing it in a foreign country. 


Foreign subsidiary vs. branch. The Federal income tax does not apply to 
income derived abroad by corporations organized under the laws of a foreign 
country. Earnings of such subsidiaries are taxable only when dividends are 
paid in this country. On the other hand, foreign branches are taxed on their 
profits at the end of each year, with an allowance of a foreign tax credit for 
taxes imposed by foreign governments on the foreign income. 

It is worth noting that in order to encourage capital investment some 
oreign countries offer special tax inducements to businesses who build up 
their investment. These incentives are generally ineffective as regards 
ranches of American companies, since their current tax burden is deter¬ 
mined under United States law. They are unable to reinvest their foreign 
profits without being subject to United States taxes. As indicated above, 
this is the privilege from which the foreign subsidiaries can benefit. 

Choice not always possible. It is not always possible to exercise a choice 
as to the legal form of operating abroad. Sometimes subsidiaries are sub¬ 
jected to restrictions which the American parent does not care to accept. A 

common requirement is that a certain percentage of the ownership be main- 
tamed by foreign nationals. 

Experience shows that few companies prefer to organize their foreign 
operations under the United States law. A postwar study conducted by 
Management Planning of Washington, Inc., shows that of 99 ventures only 
eight were organized under United States law. The ability to reinvest earn¬ 
ings free from taxes is undoubtedly a factor. However, nationalistic con¬ 
siderations cannot be overlooked. 

Domestic corporations. Domestic corporations doing business in foreign 
countries may qualify as Western Hemisphere trading corporations, as doing 
business in United States possessions, or under the China Trade Act. 

Western Hemisphere trading corporations. Some manufacturers selling to 
Latin-American markets have set up “Western Hemisphere trading corpora- 
tions” to handle these sales. Through these corporations, appreciable savings 
in United States taxes are made possible. Provisions for relief are contained 
m the Revenue Act of 1942. Under Sec. 727(g), a domestic corporation 
may obtain tax benefits if 95 per cent of its income is derived from sources 
outside the United States and if 90 per cent is received from the active 


785 


Sec. 20 


HOW TO DO BUSINESS ABROAD 


conduct of the business. In addition, business must be conducted in North, 
Central, or South America, in the West Indies, or in Newfoundland. 

In practice, however, the surtax exemption seems to have had little influ¬ 
ence as an incentive for corporations to trade through this type of corpora¬ 
tion. It is probably because of the restrictions surrounding the operations of 
such a corporation that it has not gained greater popularity. The meaning 
of “gross income . . . from sources other than sources within the United 
States” has never been clearly defined by the courts nor by the Commissioner 
of Internal Revenue. This question resolves itself into one of the place 
where the title of a sale occurs. Since this has never been completely clear, 
there is a continued problem of allocating the income between foreign coun¬ 
tries and the United States. The other factor of uncertainty has to do with 
the “active conduct of trade or business,” which likewise is clouded with 

doubt. 

Operation* in United States f>ossessio?is. In addition to offering special 
inducements of political and tariff protection, United States possessions pro¬ 
vide certain tax adjustments to American firms. For tax purposes, the pos¬ 
sessions of the United States include Puerto Rico, the Canal Zone, Guam, 
American Samoa. Wake and Midway islands. 

Hawaii and Alaska are territories and not possessions. 

China Trade Act. In September, 1922, Congress enacted the China 
Trade Act to foster business between the United States and China, particu¬ 
larly so that American business might fare better in its competition with the 
subsidized British, French, and German firms. To qualify for its tax benefits, 
a corporation must comply with the following: a majority of its directors 
and the president and treasurer of such a corporation must be China-residing 
American citizens; it must be organized in the District of Columbia; it must 
bear the words “Federal, Inc., U.S.A.” in its corporate name; and its books 
must be open for public inspection. It is forbidden to engage in banking, 
insurance, or, under certain conditions, the shipping business. 

Its primary tax advantage is that it is allowed as a credit against net 
income an amount equal to the proportion of the net income derived from 
sources within China which the par value of the stock of the corporation 
owned by residents of China, the United States, and the latter s possessions 
and by any citizens of the United States and China bears to the aggregate par 
value of all the corporate shares. This tax advantage is restricted by the fact 
that the reduction of the tax resulting from this credit may not exceed the 
amount of the special dividend certified to the Commissioner bv the Secre¬ 
tary of Commerce. Unlike the general dividend, the special dividend is an 
extra dividend awarded in proportion to their holdings to those stockholders 
who on the last day of the taxable year were residents in China, in the 
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S«S or S “f“ch,“ ” P °““' ” — - 'I* Uni,.d 

8. License agreements 

pro A ducers a wh^n nUfaCtUrerS SCek license agreements with foreign 

producers when organ.zing for export selling. When barred from certain 

markets because of high tariffs, for example, exporters have found in these 

agreements an alternate to direct investment with its many risks. As such 

e income from this operation can be regarded as “plus income ” The’ 

icensor turns over h.s blueprints to the foreign firm in return for a fixed sum 

or fixed percentage of the selling price of each unit produced. Sometime 

the foreign manufacturer has agreed to market the product as well One 

manufacturer points out that the trend in license arrangements in England 

toward manufacturing and selling by a British firm on a fee basis Other 

arrangements cal. for the sale of the product to the American firm that 

handles the marketing of the product. Since these arrangements are subject 

becom 6 ^ pen ° dlCally ’ there 15 aIwa V s ‘he danger that the licensee will 
oecome a competitor. 

American "know-how." Exporters have discovered that foreign producers 
have a great respect for American “know-how.” Experience has taught 
American manufacturers that it is frequently not enough to turn over a set 

e^neerwV 0 *, T* 8 " beC3USe he ° ften Iacks the technical and 

engineering knowledge to gear his plant for production according to the 

American standards. Rather than abandon the market, some manufacturers 

ve contracted to provide foreign firms with American "‘know-how ” which 

“iT 6 1 , n ^ anCC J S has be S un with directing the establishment of the plant 
and has followed through each process of production and marketing until 

product reaches the ultimate consumer. Sometimes installation and 
servicing of the product are included. 
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Absenteeism, 306-307 
Accident and health insurance, 690-691 
Accountant, cost, place of. 483 
in insurance company. 743 

and management, interaction of, 416- 
418 

and policy decisions, 416-417 

public, 199-205 

periodic audits by, 539 
and private, division of work be¬ 
tween, 429 

responsibility of, for management deci¬ 
sions, 415 

what is expected of, 428-429 
work of, budgetary feature of, 419 
Accounting, 120 

as art, 426-428 
background of, 425-431 
cost, 417 

development of, with industry, 427- 
428 

purpose of, 425 
as tool of management, 429—431 
use of, by management, 409-416 
utilitarian character of, 426-427 
Accounting costs, 519-523 
Accounting department, internal control 
of payrolls through, 620-621 
procedure of, for accounts payable, 
607 

Accounting functions under controller 
and financial vice-president, 411 
Accounting process, nature of, 425 
Accounting records, concealing of fraud 
in, 532-533 

Accounting reports in manufacturing cor¬ 
poration, 411-414 

Accounting requirements in integrated 
enterprises, 416 


Accounting statements, 418-423 
cost, 418-419 

to credit grantors, proprietors, security 
holders, 422 
current value, 421-422 
estimate, 419 

to Federal and state government agen¬ 
cies and departments, 423 
internal check and control, 419-420 
Accounting system, mechanical equip¬ 
ment in, use of, 423-425 
running of, 409-431 
slow development in, before twentieth 
century, 425-426 
two tests for, 430-431 
Accounts, charts of, 555 
classification of, 503-504 
one set of, for all statements, 414-415 
Accounts payable, accounting-department 
procedure for, 607 
Accounts-payable budget, 570-571 
Accounts receivable, study of, 202 
Accounts-receivable budget, 567 
Accounts-receivable insurance, 691 
Accounts-receivable loans, 91-92, 99 
Acquisition deals, 108-110 
Adjustments, 284 
Administrative budget, 570 
Advanced management practice, check 
list of, 135-139 
Advertising, 264-270, 294 
budget for, 268-269 
Bureau of, American Newspaper Pub¬ 
lishers Association. 241 
consistent, for building product famil¬ 
iarity, 265-267 
in national magazines, 267 
newspaper, 267 
on outdoor posters, 267 
point-of-purchase, 267-268 
radio, 267 
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Advertising, on television, 267 
Advertising agency, selection of, ^by 2/u 
Agency contract, 778-780 
points covered in, 780 
American Arbitration Association, 17^ 
American Credit Indemnity Company, 

94 

American Institute of Accountants, 

548 

Auditing Procedure Committee of, 

429 

American Institute of Real Estate Ap¬ 
praisers, 404 

American Management Association, b/J 
880 

American Newspaper Publishers Associa¬ 
tion, Bureau of Advertising of. 


24 1 

American Telephone and Telegraph 
Company, 425 

Americas Needs and Resources, 241 

Annual meeting, 874-875 
Annual report to stockholders, 368-36J 
Assessment insurance, 691 
Assets, fixed, top-heavy, 148 
intangible. 75 


purchase of, 35 

special, internal control of, 625-626 
Auditing, internal, 539-540 

Auditing Procedure Committee of Amer¬ 
ican Institute of Accountants, 429 
Authority, delegation of (see Delegation 


of authority) 

Automobile fleet insurance, 747 
Automobile insurance, 691-692, 713 



Bailees’ customers’ insurance. 692. 713 
Balance sheet, 149-150 
Balance-sheet budget, 572 
Bank loans, miscellaneous, 84 
unsecured, 99 
Banker’s acceptance, 84 
Bankers as stockholders, 371-372 
Banks, commercial, 77. 84. 91 
considerations for, 81-83 
line of credit from, 83-84 
selection of. factors in, 80-81 

corresponding relationships, 81 

experience, 81 
lending policy, 81 
officers and personnel, 81 
reputation, 81 
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Banks, selection of, factors in, safety, 81 
size, 80-81 

short-term loans from, 83-84 
Barton, Bruce, 277 
Better Business Bureaus, 187 
Bcvis, Herman W., 530 
Blanket policy, 766 
Bohannon, David, 386 

Boiler and machinery insurance, 692- 

693, 714^ 

Bond issues, 75-76 

Bonds, blanket positions, 713-714 

classification of, 693 
collateral trust, 76 
debenture, 76 
fidelity, 693-694, 698-699 

income, 76 

issuance of, in organizing corporation, 


21-22 

lost or destroyed instruments, 705 
mortgage, 75 

Branch-house inventory control, 


check 


list for, 613 

Brands, private, marketing 
Breakeven charts, 579, 581 


of, 272-273 


building of, 585—587 

classification of, 579-583 

with fixed expenses and variable, 082 , 


583 

by major expense class, 582 
vs. profit-and-loss chiirts, 591—592 
vs. profitgraphs, 579 
Bridge insurance, 694 
British East India Company, 426 
Brown, Lyndon O., 244n. 

Budget, 414, 461-462 

accounts-payable, 570-571 
aecounts-reccivable, 567 

administrative, 570 
for advertising, 268-269 
balance-sheet, 572 


cash, 568 

condensed flexible, 476 
cost-of-goods-sold, 566 

direct-labor, 566-567 

direct-manufacturing-cxpcnse, 577-0/8 

distribution division expense, 569-0/U 

flexible, 494, 495 
master, 572-573 
operating, 571-572 
payroll, 567 
permanent, 573-592 

expense standards for, 573-5/4 
permanent-plant, 568-569 
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Budget, preliminary, 559-573 
advantages of, 561-562 
and permanent, differences between 
562 

typical list of, 561 
production, 565-566 
purchase, 568 
raw-material, 577 
sales, 564-565 
short-term, 480-481 
types of, 552-553 
purpose of, 553 

use of, for business control, 551-592 
Budget committee, 557-558 
Budget director, qualifications of, 558 
Budget Executive Forum, 551, 558 
Budget explanation sheets, 560-561 
Budget flow chart, 579 

for typical company organization, 580 
Budget installation (see Budget) 

Budget organization, 558-559 
Budget plans, basic weaknesses in. 554 
Budget tables, variable, 577 
Budgetary control, advantages of, 554 
definitions of, 551-552 
objectives of, 551-554 
preliminary groundwork in, 554-559 
chart of accounts in, 555 
determining pattern of business, 556- 
557 

length of budget period in, 556 
organization in, 554—555 
reports in, 555-556 

Budgetary feature of accountant’s work, 
419 

Budgeting, 122, 123, 131, 132 
types of, 562 

Budgeting for Management Control, 551, 
560, 563 

Building codes, 396-397 
Building insurance, 694 
Burglary insurance, 694-695, 715-717 
Business, buying of, 199-218 

information on, through CPA, 199— 
205 

through lawyer, 205-206 
tax-wisely, 212-218 
time in, 211-212 

chances of success in, factors in, 183- 
189 

customers and competition, 186- 
189 

financial management, 185—186 
management tools, 186 


Business, chances of success in, factors in. 
multiplying oneself, 184-185 
organization essential, 184 
time for decisions, 183-184 
interna^ operation of, study of, 206- 

personal attitudes toward, 192-193 
personal qualifications for. 193-194 
problem-solving role of, 166 
selling of, 219-234 

considerations in, 219-220 
discussion of. with counsel, 233-234 
tax-wisely, 220-223 
timing in, 223 

sources of information on. 177 
specialization in, 174-176 
starting of, 150-195 
check list for, 192-195 

business and location, 194-195 
personal attitudes toward, 19?- 

193 

personal qualifications for, 193- 

194 

desire for, 160-168 
reasons for, 168 
location in, 178-183 

checking communities, 178-182 
list for, 180-182, 194-195 

preparation for, 169-173 
evaluation list for, 1 73 
experience, 172-173 
financial management, 169 
human relations, 169-172 
time for, 190-191 

Business abroad (see Foreign trading) 

“Business Accounting, The Public’s Ac¬ 
ceptance of the Facts and Figures 
of,” 367 

Business cycles, phases of, 212 

Business failures, causes of, 144-147 
basic classifications of, 147-149 
trend in, 143-144 

Business forms, best, finding of, 3-46 
changing of, 34-41 

tax considerations with. 41 
corporation (see Corporation) 
joint-stock companies, 3, 27-28 
joint ventures, 3, 11, 33-34 
limited partnership, 3, 26-27 
partnership (see Partnership) 
proper selection of, 3 
tax factor in. 3-4 
sole proprietorship, 3—7 
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Business forms, syndicates, 3, 11 
trusts, 3, 28-30 
(See also Forms) 

Business fraud ( see Fraud) 

Business interruption insurance, 695-696, 

714-715, 728 

Business operations, coordinated system 

of, 598-599 

Business organization (see Organization) 
Business ownership. 160-163 
and income, 163—165 
security in, 162—163 
self-expression through, 165-167 
synonymous with risk taking, 162 
Business Planning and Control, 551, 563 
Business population, 176-177 
1941-1948, 176 
shift in, 182-183 
Business Week, 4In., 212 
Businesses, types of. incorporation of. not 

advisable, 18 

Buy-and-scll agreements, 726-728. 757 
Buying surroundings, attractive, 296 

c 

Calculating machines, 425 426 
Capacity, average-use. 500 

budgeted or expected-use. 500 
practical. 500 

theoretical or potential. 499-500 

Capacity standard, 476 
Capital, recovery of, via bonds vs. stocks. 

63 

Capital appreciation, 55 
Capital gains, 57 

Capital planning, long-term. 467-468 
Capital requirements vs. income, 62-63 

Capital structure, 49-57 
Carry-over of net operating losses, 16 
Cash, internal control of. 622-62:> 

Cash budget, 568 

Cash disbursements, internal control for, 

624 

Cash receipts, internal control for, 62,.- 

from cash and c.o.d. sales, 622-623 
from customers making on-account 
payments, 623-624 
Clash requirement schedule, 50 
Cash sickness insurance, 696 
Casualty insurance, 696 


Cattle floaters, 696 
Census, Bureau of. 402 
Census of American Business, 240 
Census of Business, 240 
Centralization vs. separation, 34-37 
Chain Store Age, 399, 401 
Chain stores, locations for, 398-400 
Channels of distribution, 438-440 
Charges, fixed, 575 
Chart selector, 663 

Chicago Crime Commission. 528. 537 
Childs restaurants. 175 
China Trade Act. 785. 786 
Claims, adjustment of. 735-739 
Clayton Act, Robinson-Patman Amend¬ 
ment to (see Robinson-Patman 
Amendment to Clayton Act) 
Coinsurance, 736-737 
Collateral trust bonds, 76 
Collective-bargaining agreement, 353-354 
Commerce, Chamber of, 384, 390n., 

391n. 

Department of, 58. 123, 176-179, 188, 
253. 264. 591, 782 
on insurance, 708-709 
Office of International Trade of, 778 
Office of Small Business of, 173, 
177 

publications of. 241 

Selected Trade Associations of the 

U S. . 240 

Commercial Appeal-Press Scimitar . Mem¬ 
phis, 241 

Commercial paper, 79-80 

advantages and disadvantages of, 80 

Common stock, 67 69 

additional, sale of, to stockholders, 70 

Communications, employee, 342-351 
annual reports, 344-345 
bulletin-board notices, 343-344 
contacts, 348-352 
grievance procedure, 349-350 
local newspaper, 346 
loud-speaker system, 345-346 
manuals, 342-343 
opinion survey, 347-348 
posters, 344 
publications, 345 
strikes, 347 

Communities for location of business, 

178-183 

check list for. 180 -182, 194- 195 
“Community Builders Handbook, 385 
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Compensation, 127-129 
fringe benefits, 129 
retirement pay, 128-129 
Competition, in customer relations. 277 
and customers, 186-189 
extreme, 145-146 
Complaints, 284 

Comprehensive insurance, 696-697 
Concessions, 53 
Consolidation, 35 

Consumer Market Data Handbook, 241 
Consumer Markets, 241 
Consumer Markets Analyst, 241 
Consumer panels, 241-242, 245 
Contract advances, 75 
Contract negotiations, 353 
Contracts, 53 
Control, 135 
definition of, 463 
importance of, 131-132 
need for, 463-464 

Control elements in financing business, 
56-57 

Control function of organization, 119 
121-122, 125-126 
Control instruments, 466-475 
cost-volume-profit relationships. 473- 
474 

cost-volume relationships, 471-473 
expense and capacity standards, 476 
long-term capital planning, 467-468 
long-term operating objectives and 
plans, 467 

policy formulation, 468-470 
price standards, 475 
pricing procedures, 477-480 
quantity standards, 474-475 
short-term planning and budgeting, 
480-481 

standardization, 470-471, 474 
Control process, phases of, 464-466 
Controllable expense report, 615 
Controllable variance, 513, 514 
Controller, duties and responsibilities of. 

125-126 

Controllership Foundation, Inc.. 367. 369- 
371, 373 
Cooperative, 3 

business and tax considerations of. 

30-32 

advantages and disadvantages of. 32 
function of, 31 
organisation of, 31-32 


Copyrights, 53 

Corporation, business considerations of 
14—16 * 

advantages and disadvantages of, 
15— 16 

as business form, 3, 14-26 
partially or fully exempt from taxes, 

19 

anC * P artners h*P> choice between. 20- 

tax advantages of, as contrasted to 
partnership, 19-20 
tax considerations of, 16-26 
tax-exempt, 3 

Cost accountant, place of, 483 
Cost accounting, 417 
Cost-accounting department, work-in- 
process control check list for, 612 
Cost analyses, special, 517-518 
Cost control, 482, 483 
current, 461-462 
methods of, applications of, 524 
planning system for, 484—501 

Cost data for managerial decisions, 460- 
461 

Cost-of-goods-sold budget, 566 
Cost-price relationship, 479-480 

Cost procedures, labor-cost distribution 
509 

material issuance and use, 507-508 
material-purchase, 507 
overhead cost accumulation, 509-510 
overhead service, department cost dis¬ 
tributions, 510 
payroll, 508-509 
principal, 505-506 

productive department overhead ab¬ 
sorption, 510-511 
vouchers-payable, 507 
Cost-reduction experiences, evaluation of, 
445-448 
Cost reports, 516-517 
Cost system, major elements of, 503-505 
classification of accounts, 503-504 
ledgers, 505 

original records of transactions, 504- 

505 

summaries and journals, 505 
and managerial control, 462-483 
objectives of, 459-462 
operation of, 501-518 
broad aspects of. 502-503 
running of, 459-524 
Cost-volume relationships, 471-473 
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Cost-volume-profit relationships, 473-474 

Costs, accounting, 519-523 

distribution (see Distribution costs) 

historical outlay. 519-520 
major kinds of, characteristics of, 519. 
for managerial control (see Managerial 
control, costs for) 

modified historical outlay, 520-521 
of products finished, summarizing of, 

511—5 1 2 f 

of products shipped, summarizing ot, 

512 

standard, 521-522 

variances from, analysis of. 512 Jl*r 

standard unit, of product, 475 
statistical, 523 
varieties of, 462 

CPA, information of, on buying business, 
199-205 

Credit, bank, 78, 79 

line of. from banks, 83-84 
trade (see Trade credit) 

Credit accounts, department-absorbed, 

504 

Credit grantors, accounting statements to, 

422 

Credit insurance, 94-96, 697 
blanket coverage in, 94 
considerations for, 95-96 
name coverage in, 94 
Credit and Surcharge Permanent Rating 
Plan of Multiple Location Service 

Office, 731 

Crime insurance, 715-717 
Crisp, Richard D„ 262n. 

Crop insurance, 697 
Customer relations, 278 

avoiding or minimizing frictions with 

public, 284-286 
competition in, 277 
getting facts for, 282-283 
external facts, 283 
internal facts, 283 
good, with all types, 287—292 
older folks, 289 
women’s interests, 287-289 
youth market, 289 
organization for, 277-301 
for manufacturers, 292 295 
dealer relations, 292-293 
future industrial customers, 295 
other manufacturers as customers, 

293-295 


Customer relations, place of, in company 
organization, 278-279 
recognition of, 277 
for retailers, 295-301 

attractive buying surroundings, 296 
care and accuracy in services, 299- 

30° 

comforts and conveniences in retail 
stores, 297-299 

goodwill-building services outside 

store, 300-301 

superior selling force, 296—297 
Customer relations executive or counselor, 
job of, 280 

qualifications of, 280-281 
Customer relations program, elements in, 
adopting public relations policy, 

281 

attention to other publics, 282 
enrolling employees, 281 
objectives, 282 
open-door policy, 282 
provision for checkup and follow- 
through, 282 

provision for fact finding, 281—282 

Customer sendee departments, 284 

Customers, 437-438 

all types of, good relations with, 287- 

292 

appreciation of, study of, 292 
attracting and holding, 286-287 
and competition, 186-189 
industrial, future, 295 # 
other manufacturers as, 293-295 
reactions of, reasons for, 285-286 
as stockholders, 74-75 

D 

Dealer relations, 292-293 
Dealers as stockholders, 75 
Debenture bonds, 76 
Debt financing, ways and means of, 75- 

101 

Debt pay-off, 60 

Decennial Census of the United States, 

240 

Decentralization, 384, 385, 402-403 
Decisions, time for, 183-184 
Delegation of authority, 120-121, 132 
growth pattern of, 130—131 
sufficient for handling responsibility. 

127 
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Delivery, study of, 290-291 
Demolition insurance, 697-698 
Department cost accounts, direct, 503 
Departmental activity, measurement of, 
basis of, 574-575 

Departmental expense, scatter-diagram 
method for determining, 575-576 
standard variation in, analysis of 

575-576 

Departmental overhead, variability of. 

measurement of, 494-496 
Departmentalization of plant, 491-493 
Depreciation insurance, 698, 712 
Detail work, 130 
Dewhurst, J. Frederick. 241 
Direct-cost standards, fixing of, 493-494 
Direct-labor budget, 566-567 
Disciplinary difficulties. 307 
Discipline, industrial, 338-339, 351 
Distribution, 134 
channels of, 438-440 
physical, 444-445 
selective, 446-448 

Distribution cost analysis, as basis for 
sales policy, 455-456 
techniques of, 449-455 
allocation procedures, 453 
assignment of natural expenses to 
functions, 451 

functional classification, 450 
illustrative functional classification, 
451 

partial allocation, 453-454 
and pricing, 454-455 
variable functional activity, 453 
•Distribution costs, control of, 435-456 

and production costs, difference be¬ 
tween, 436 

Distribution division expense budget, 
569-570 

Distribution expenses, functional classi¬ 
fication of, for rubber manufacturer, 

# 451-453 

Dividends, double taxation of, 57 
DoAll Company, 104 

Domestic corporations in foreign trading, 
785-787 

Doris, Lillian, 368 
Dow Chemical Company, 71 
Driver, L. Robert, 64 
Dun & Bradstreet, 79, 94 
Reference Book of, 143n. 

Run's Review , 16In. 


E 

Earthquake insurance, 717 
Economic principles, fundamental, for 
determining financial plan, 54-55 
Electric and neon-sign insurance, 698 
705 

Embezzlement, 527 

(See also Fraud) 

Employee relations, company policies in 
(see Policies, company) 
good, organization for, 305, 315-359 
labor relations as phase of, 352-354 
poor, evidence of, 306-308 
absenteeism, 306-307 
cleavages, 307 
disciplinary difficulties, 307 
high turnover, 307 
requests for transfers, 307 
work stoppages, 307-308 
Employee-relations department, 120 
head man of, 356-357 
organizational functions of, 317-318 
specialized functions of, 320-356 
discipline, 338-339 
employee communications (see Com¬ 
munications, employee) 
employee services (see Employee- 
service section) 
employment office, 321-324 
as screen, 325-326, 328 
health program, 337 
job evaluation, 328-330 
medical facilities, 338 
merit rating. 330-332 
placement, 324-325 
promotions, 332-333 
records, 326 
research, 354-356 
safety program. 336-338 
training, 333-336 
transfers, 326-327 
as staff department, 317 
Employee-service section, 339-342 
counseling by, 340 
publications of, 341-342 
recreation by, 340-341 
Employees, acceptance of, by fellow em¬ 
ployees, 313 

location affecting, 401-402 

and management, contacts between 

348-352 

management interest in, evidence of. 

313 
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Employees, morale of, 314-315, 357-358 
pride of, in work, 312-313 
selection of, 536 
as stockholders, 71—72, 372 
training of {see Training, of em¬ 
ployees) 

treatment of, as human beings, 312, 
314 

wants of, 308-314 

fair adjustment of grievances, 310 
general rating, 310-312 
security, 310 
wages, 31 1 

working conditions, 310-311 
Employees' insurance. 698. 717 
Employment office. 321-324 
as screen, 325-326 
Endorsement, 685 

vandalism and malicious mischief, 730 
Enterprises established between 1814 and 
1926 in Poughkeepsie, length of life 
of. 161 

Equipment loans, 86-88. 99 
conditions to, 87 
ways of handling, 87 
Equipment trust certificates, 75 
Equity, relative cost of. and borrowed 

money (1949), 60 
trading on. 55 

Equity build-up via thin corporation. 60- 
63 

Equity financing, by private sources, 67 
ways and means of, 65-75 
Excess profits tax, 16, 57 
Expansion, in acquisition of other busi¬ 
ness, 108-110 
financing of, 108-110 
Expense standards, 476. 573-57 1 
Expense variability, departmental, 494- 

496 

Expenses, business, classification of, 614- 

615 

constant, 585 

financial and other, control of. 617- 
618 

internal control of, 614 618 
manufacturing, internal check for, 615- 

616 

office, 617 
regulated, 585 
selling, 586-587 

internal control for, 616-617 
semivariable. 585 
variable, 585 


Experience, preparation in, 172-173 
Experience ratings for insurance, 746 
Export agent, 775 
Export department. 780-782 
built-in, 780-781 
location of, 782 
as separate company, 781-782 
Export merchant, 774—775 
Export shipments, financing of, 777 
Exports, foreign selling not classified as, 

782 

F 

Factoring, 92-94. 99 
cost of, 93 

Fads, changes in. 146-147 
Fair Labor Standards Act. 508 
Fair Trade Committees in Chamber of 
Commerce, 187 
Family partnership. 5-6 
effective partnerships, 6 
sham transactions, 6 

Federal Housing Administration (FHA), 
nonhousing loans of, 90-91 
Bulletins of, 241 

Federal Reserve Index of Production, 564 
Federal Securities Act of 1933, 66 
Federal Trade Commission, 188, 252. 
423 

Fidelity bonds. 693—694. 698-699 
Field-warehouse loans, 88—90, 99 
Fifo, 418, 422 

Figures, understanding of. for avoiding 
difficulties. 149-151 
File, functional, 643 
numerical. 643-644 
Finance companies, 91 
Financial analysts as stockholders, 371- 

372 

Financial management, 185-186 
preparation in, 169 

Financial and other expenses, control of, 

617-618 . 

Financial requirements of business, 49 

57 

control elements, 56-57 
estimating, rule of thumb for, 51-53 
money, 51-53 

promoter’s interest and control m, 

54 

Financing, 135 

of business, check list for planning, 
110-111 
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Financing, equity, 65-75 
of expansion, 108-110 
floor-plan, 96-97 

of installment sales (see Time-sales 
financing) 

intercompany, 72-74 
by lease and license, 101-107 
purchase-lease, 99, 102-104 
taxes affecting, 57-65 

Financing requirements, future, provision 
for, 56 

Fine arts insurance, 699 

Finished-goods inventory control, check 
list for, 612 

Fire insurance, 699-701, 711 721-722 

769-770 

Fish, Lounsbury S., 464 
Fixed assets, top-heavy, 148 
Flegenheimer, Monroe, 683n 
Flint, Lucius S., 399 
Floater, 701-702 
all risks, 706, 707 
garment contractors’, 722 
installment-sales, 722-723 
shippers’ transit, 707 
(See also Insurance) 

Floor-plan financing, 96-97 
Flotation, cost of, 65-66 

as per cent of gross proceeds. 66 
Flow charts, 603 

budget, 579 

Food and Drugs Act, 252 
Ford, Henry, 75, 176 
Forecasting, 122-123, 133 
sales, 563-564 
Forecasts, 414, 419 
by accountants, 416 
Foreign agent, territory of. 780 
Foreign corporations, 42 
Foreign investments, 782-783 
tax considerations for, 783-787 

foreign subsidiary vs. branch in. 785 
oreign markets, servicing other, 783 
foreign representation, direct, 776-777 
foreign representative, selection of, 777- 
778 

Foreign selling, not classified as exports, 

782 

Foreign shipments from United States. 

783 . 

Foreign trading, 773-787 
agency contract for, 778-780 
points covered in. 780 
channels for, 773-774 


Foreign trading, domestic corporations 
in, 785-787 
dual channels for, 777 
i license agreements in, 787 
Foreman, duties of, 305, 335-336 
Forgery, 527, 535 
(See also Fraud) 

Form design and approval request. 650 
651, 655 

Form number register. 656 
Form numbers, 648-650 
Form titles, 647-648 

common terms used in, 677-678 
Forms, analysis of, 660-666 
classification of. 643-644 
collection of, 641-643 
cross comparison of. 659 
design of, 664-666 

common standards for, 672-677 
establishing standards for, 644-647 
colors of paper and ink, 645-646 
mechanical characteristics. 646-647 
reproduction methods, 647 
size and shape, 645 
typography and format, 646 
weights and grades of paper, 645 
identification plan for. adoption of, 647 
obsolete, purge of, 660 
printed, use of, as phase of internal 
control, 599. 601. 602 
procedures for, 661-662 
registering and reviewing of, 659-660 
size and shape of, 645 
standards for, application of, 666 
storage and distribution of, control of 

666-670 

unnecessary, savings in elimination of. 
670, 672 

writing method for (fill-in), 661 
(See also Business forms) 

Forms analysis charts of recurring date, 
656. 657 

Forms catalogue, 656 
Forms control, 629-630 
bibliography for. 678-680 
definition of. 633 
function of, 633 
objectives of, 633-640 
scope of, 634—635 
Forms control log, 652, 656 
Forms control procedure, development 
of, 650, 653 

integrating numbering pattern into. 

649-650 
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Forms control program, 629-680 
administering of. 659-672 
establishing and maintaining of. steps 

in, 630-632 

establishment of. 640-658 

classifying forms for, 643-644 
collecting forms for. 641-643 
evaluation of, 670 

necessary tools for. selection of, 653- 
658 

seven-point, 635-637 
elements of, 635-637 
staff resources for. 637 -639 
top-management participation in. 639— 

640 

Forms design guide sheet. 656. 6 j8. 
666 

Forms minimum stock level notice, 655 
Franchises, 53 

Fraud, cash, elimination of. by internal 
control, 624—625 

combating of, effective methods for, 
536-548 

adequate supervision. 537 
bonding or insurance, 538 539 
comparative financial statements 
and financial ratios, 539 
enforced vacations, 537 
human-relations program, 538 
internal auditing, 539-540 
internal check [see Internal con¬ 
trol) 

periodic audits by public account¬ 
ants, 539 

rate of pay, 537-538 

review of employee living habits, 

538 

selection of employees, 536 
training, 536-537 

concealing of, in accounting records, 

532-533 

expense, elimination of, by internal 
control, 618 

factors leading to, 528-529 

extravagant living standards, 528 
gambling, 528 
inadequate income, 529 
undesirable associates, 528-529 
unusual family expense, 528 
McKesson & Robbins case of (see Mc¬ 
Kesson & Robbins fraud case) 
as major business problem, 527 
merchandise, elimination of, by inter¬ 
nal control, 613-614 


Fraud, Mergcnthaler case of, 596 
methods of committing. 533-536 

payroll, elimination of, by internal 
control, 622 

when committed, 531—532 
who commits, 529-531 
Free port law, 45 
Freeman, E. Stewart, Min., 478 
Fringe benefits. 129 
Functions, separation of, 132 
Funding, 110 

Funds, sources and uses of. 59 

G 

Garment contractors’ floater, 722 
Garrett, Paul. 277 

General Motors Corporation. 277-283 
“GI" loans, 84—86 

for acquisition of business, 85-86 
for purchase of equipment, machinery, 
or tools, 86 

for purchase of supplies, 86 

security and repayment provisions in, 

86 

Goethe, Johann Wolfgang von, 426 
Good Housekeeping Institute, 252 
Goodwill-building services outside store, 

300-301 

Grievance procedure, 349 350. 352 
Group insurance, 717, 722, 747 

H 

Habits, changes in, 146-147 
Handbook of Cost Accounting Methods . 

524 

Harr, William H., 551n., 560n„ 561n., 
579n. 

Harvard Law Review , 61, 62 
Health programs, 337 
Herald Tribune Institute, 252 
Hill, Lee H., 309 
Holden, Paul E., 464 
Holding company, 40 
Hospitals , 680 

Hoyt, Homer, 391, 393n.. 397n. 

Human relations, preparation in, 169- 

172 

Human-relations organization (see Em¬ 
ployee-relations department) 
Human-relations program, 538 
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Idea, protection of. 53 

Income, and business ownership. 163- 
165 

capital requirements vs.. 62 63 
Income bonds, 76 

Incorporated pocketbooks (see Personal 
holding companies ) 

Industrial Market Data, 241 
Industrial relations {see Employee-rela¬ 
tions department) 

Industrial space, cost of, 392-393 
Industrial Surveys, Inc., 242 
Inland marine insurance, 702-703. 747 
Inspections, 284 
Installation insurance, 722 
Installment loans, 87 
Installment sales, financing of {see Time- 
sales financing) 

Installment-sales floaters, 722-723 
Institution market, 271-272 
Insurance, 683-686 
accident and health, 690-691 

accounts-receivable, 691 
assessment, 691 
automobile, 691-692. 713 
automobile fleet, 747 
bailee’s customers’, 692, 713 
boiler and machinery, 692-693. 714 
bridge, 694 
building, 694 

burglary, 694-695. 715-717 
of business interest, 725—728 
business interruption {see Business in¬ 
terruption insurance) 
buying of, 683-770 
cash sickness, 696 
casualty, 696 
cattle floaters, 696 
comprehensive, 696-697 
contingent business interruption, 697 
coverages available in, 686-708 
check list of, 750-756 
credit {see Credit insurance) 
crop, 697 

demolition, 697-698 
depreciation, 698, 712 
earthquake, 717 

electric and neon-sign, 698, 705 
elevator, 698 
employees’, 698, 717 
errors and omissions, 698 
excess, 698 


Insurance, experience ratings for. 746 
extra expense, 698 
fidelity (see Fidelity bonds) 
fine arts, 699 
fire (see Fire insurance) 
floater policies (see Floater) 
general cover. 702 
group, 717, 722, 747 
inland marine, 702-703, 747 
installation, 722 
jewelers’ block, 723 
key-man. 728-729 
leasehold interest, 723 
liability (see Liability insurance) 
life (see Life insurance) 
livestock. 705 
loss of profits, 705 
medical payments, 705, 748 
ocean marine, 705 
paraphernalia, 705-706 
parcel post, 706 
patent, 706 

personal, bought by business, 725-728 
life insurance, 725-728 
plate glass, 706 
power plant, 706 

premium rates for (See Premium rates 
for insurance) 
processing, 706 
products-liability. 704 
property damage, 706-707 
radium. 707 
rain. 707 
rents. 697 

selection of, for specific needs. 708- 
731 

self-, 684, 769 

sprinkler leakage, 707 

surgical and scientific instruments, 707 

taxation affecting, 756-762 

theatrical properties, 707 

title, 707 

transportation, 707 
trip transit, 707 
tuition fees, 697 

unearned premium, 707-708, 730 
valuable-papers, 730 
workmen’s compensation and employ¬ 
ers’ liability. 708 
Insurance company. 76, 77 
life, 732 

obligations of, under policy, 733-735 
types of, 731—733 

Lloyd’s association. 731—732 
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Insurance company, types of, mutual, 

731-733 
stock, 731. 732 

Insurance plans, for lawyer. 739 -740 
for manufacturer, 740-741 
for puublic officials, 741-742 
for small businessman, 739 
specific, 739-742 
for storekeeper. 741 
Insurance policy. 684 685 

careful inspection of. 734-736. 763 
covering merchandise, requirements of, 

738 

deductive clause in. 744 
package. 688 

prorata distribution clause in. 737-738 
term, 744-745 

Insurance premiums, taxation affecting. 

759 

Insurance proceeds, taxation affecting. 
760-762 

Intercompany financing, 72-74 
three types of. 73-74 
Intercorporate transactions. 40 
Interest, deductibility of, 57 
Interim reports to stockholders, 373-374 
Internal check (see Internal control) 
Internal control. 540-541 
of cash, 622-625 

cash frauds eliminated by. 624 625 
check list for. 541-547 
designing systems for. 595 626 
of expenses (see Expenses, internal 

control of) 

of inventories (<ee Inventories, internal 
control of) 
items requiring. 597 
meaning of, 595 

merchandise frauds eliminated by. 

613-614 

of merchandise inventories, forms and 
departments for, check-list outline 

of. 609 610 

selling- and shipping-department 
procedure for, 607-610 

necessity of, 595-598 
through payroll department, 619-620 
payroll frauds eliminated by, 622 
of payrolls (see Payrolls, internal con¬ 
trol of) 

phases of. 598-605 

operating routines, 603-604 
organization. 599 
printed forms, 599, 601, 602 


Internal control, phases of, use of reports, 
604-605 

review of, 547-548 
of special assets, 625-626 
for timekeeping department. 619 
Internal-control procedures, limitations 
of, 626 

for payroll department. 620 
Internal control systems, applied, 605 
Internal Revenue. Bureau of. 104. 423, 
720, 721, 757,758, 768 
Internal Revenue Code, 757, 758 
International Harvester Company. 97, 
Interstate business, 42-44 

and intrastate business, distinction be¬ 
tween. for taxes, 44 
Interstate Commerce Commission, 423 
Interstate Underwriters Board, 731 
Interviews, employee, 325-326 
exit, 327-328, 350, 351 
Intrastate business, 42-44 

and interstate business, distinction be¬ 
tween. for taxes, 44 
Inventories, excessive. 148-149 
internal control of. 605-614 

for manufacturing concern. 610 613 
purchasing-department procedure for. 
606 

receiving-department procedure for. 

606-607 

study of. 202-203 

Inventory, marketability of. in field-ware¬ 
house loans. 88-89 

Inventory control, branch-house, check 

list for. 613 

finished-goods, check list for. 612 
Inventory loans, 88, 99 
Investment, average initial, by line of 

trade, 58 

early tax-free recovery of. 60 

study of, 203-204 
Investment banker, 65 
Investors, buys and risks of. after taxes, 

63-65 

large, 370. 37 1 

net returns and losses of (1949 tax 
rates), 64 

J 

Jewel Tea Company, 71 
Jewelers’ block insurance. 723 

Job classification ^ 128_ 

Job description. 127 
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Job evaluation, 328-330 
Joint-stock company, 3 

business and tax considerations of. 27- 
28 

advantages and disadvantages of, 28 
and partnership, differences between 
27-28 

Joint venture, 3, 1 1 

business considerations of, advantages 
and disadvantages of, 33-34 
Journal function in cost system, 505 

K 

Key-man insurance, 728-729. 758 
Kleppner, Otto, 301 n. 

Knoeppel, C. E., 583 
Know-how, American, 787 

L 


Limited partnership, 3 

business and tax considerations of, 
26—27 

advantages and disadvantages of, 27 
Liquidation problems of, 24-26 
tax-free, of subsidiaries, 35-36 
Livestock insurance, 705 
Lloyd's association, 731-732 
Lloyd’s of London, 731-732 
Loans, accounts-receivable, 91-92 99 
bank, miscellaneous, 84 
equipment (see Equipment loans) 
field-warehouse, 88-90, 99 
GI ’ (see “GI” loans) 
installment, 87 
inventory, 88, 99 
mortgage (see Mortgage loans) 
nonhousing, of Federal Housing Ad¬ 
ministration, 90-91 

Reconstruction Finance Corporation 
98, 100-101 


Labor-cost distribution procedure, 509 

3 °'J.^ e,at ‘ ons » and employee relation 
difference between, 305-306 

as phase of employee relations. 352 
354 

contract negotiations in, 353-354 
study of, 209-210 
Labor-time variances, 514 
Lang, Theodore, 579n. 

Lapping,” 625 
Larson, Gustav E., 251 

aSSC 7 r ’ K » 15ln., 15 2 n., 524n., 721 
/58 n. 

Lease, 53 

financing by, 101-107 
°f locations, advantages of. 406 
long-term, 101-102 
Leasehold interest insurance, 723 
Ledgers, 505 
Leisch, F. K., 247 
labilities, excessive, 148 

i!?? Insurance, 703-704, 723-725, 
767-768 

lbert ^ utuaI Insurance Company, 530, 

License, financing by, 101-107 

ense agreements with foreign pro- 
Queers, 787 

1 e insurance, 704-705, 725-728 
group, 717 

Lifo ?! H r , Ce Management Association, 680 
418, 419 


short-term, from banks, 83-84 
term, 77-78, 99 

Location, adequacy of space in, 403-404 
affecting employees, 401-402 
best for business, finding of, 381-406 
for chain stores. 398-400 
corners, 381-382 
cost of, 386-395 
industrial, 392-393 
retail-commercial, 386-389 
service-type business and profes¬ 
sional, 393-395 
wholesale, 389-392 
economic stability of. 404 
importance of parking areas in. 385 
386 

importance of transportation facilities 
in, 402-403 

long- and short-term trends in. 405- 

406 

in metropolitan district, 381-386 
owning or leasing. 406 
public controls on (see Public controls 
on locations) 

in relation to customers. 398-401 
in relation to materials or clients, 401 
retail factors in. 382-384 
secondary, 384—386 

study of community pattern for. 404- 
405 

transition areas, 384 

London Guarantee & Accident Company, 
94 
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London Lloyds, 731—732 
Loss sales, conversion of, to profitable 
volume, 448-449 

M 

McConnell's Economic Surveys. 386 
Machinery, renting of, 104-105 
McKesson & Robbins fraud case, 334, 

596. 614, 626 

McMichacl, Stanley L., 398 
Macy, R. H., & Company, 272, 382, 614 

Management, and accountant, interac¬ 
tion of, 416-418 
accounting as tool of, 429-431 
and employees, cleavage between, 307 
contacts between, 305-306 
fundamental importance of, 144 
process of, 116 
reports to, 133 
scientific, 125 

Society for the Advancement of, 680 
tools of, 186 

Management planning and profitgraph, 

583-585 

Management Planning of Washington, 

Inc., 785 

Management practice, advanced (see 
Advanced management practice) 
Management reports, 555—556 
Managerial control, and cost system, 
462-483 

costs for. 481-483 
cost control, 482 

inventory valuation and costing sales, 

481 

pricing, 481-482 

instrumentalities of (see Control in¬ 
struments) 

three phases of. 483 

Managerial decisions, cost data for. 460- 

461 

Manhattan Grocery Company, 390 
Manufacturers, customer relations for, 

292-295 

Manufacturing concern, stores-control 
check list for, 611 

Manufacturing department, work-in-pro¬ 
cess control check list for. 611—612 
Market analysis, quantativc, as aid in 
selective marketing, 242-244 
thorough, 239-249 
“Market Guide,” 241 


Marketing, control of, 132 
of private brands, 272-273 
of products, 237-273 

selective, quantitative market analysis 

as aid in, 242-244 

Marketing costs, control of, 514-516 
Marketing effort, misdirected, 435-437 
Marketing errors, common, 247-249 
Marketing objectives, limiting of, and 
selling intensively, 263-264 
Marketing procedures, pretesting of, 

246-247 

Marketing program, need for, 237-238 
Marketing research, consumer-panel tech¬ 
nique of (see Consumer panels) 
experimental method of, 245—246 
observational method of, 245 
survey method of, 245, 246 
uses of, 244-246 

Marketing venture, nine basic points for, 

238-239 

Markets, study and analysis of, 239-240 
Master budget, 572-573 
Master contract, 747 

Material issuance and use cost procedure, 
507-508 

Material-purchase cost procedure, 507 
Material-quantity variances, 514 
Medical facilities in plant, 338 
Medical payments insurance, 705, 748 
Mercantile Open Stock Burglary policy, 

733 

Mergenthaler fraud case, 596 
Mergers, 34-35 

of parent into subsidiary, 36-37 
Merit rating, 330-332 

forced-distribution system of, 311 
Moncv, 51-53 

borrowed, and relative cost of equity 

(1949), 60 

Moody’s Investment Manuals, 74 
Morale, employee, 314-315, 357-358 

Mortgage bonds, 75 
Mortgage indebtedness, study oi, 2U*r 

Mortgage loans, 76-77, 99 
amo r tization on, 77 
amount of, 77 
cost of, 77 
maturity of, 77 
source of, 76-77 . 

Multiple Location Sendee Office, 731 
Multiplication of oneself. 184-185 
Mutual company. 731-733 
dividends of, 746 
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Nat ionaI Association of Cost Accountants, 

National Association of Real Estate 
Boards, 387 

National City Bank fraud, 596 
Natjonal Industrial Conference Board 

557, 563, 776n., 777 

National Institute of Real Estate Brokers, 
387 

Natlonal Office Management Association, 
o80 

National Planning Association, 178, 180 
National Truck Leasing System, 105 
ew ork standard fire insurance policy 

769-770 

Nichols, J. C., 400 
Nielsen Company, A. C., 242, 247 
Nie sen Drug Index, 242, 268 
Nielsen Food Index, 242 

Northwestern Consolidated Milling Com¬ 
pany, 44 

Notes receivable, study of, 202 


Ocean marine insurance, 705 
Office, 680 

Office of International Trade of U.S. De- 
P artme nt of Commerce, 778 
Office of Small Business of U.S. Depart¬ 
ed ment o{ Oommerce, 173, 177 
Office expenses, 617 

Older folks’ market, analysis of, 289 
Operating budget, 571-572 

perating information by accountants, 
416 

Operating objectives and plans, long¬ 
term, 467 

Operating routines as phase of internal 
control, 603-604 

Pera *’° nal function of organization, 

123-125 

Pinion Research Corporation, 367 
Options, 53 

Orders, as cause of high distribution 
costs, 440-441 

Organization, 134, 555 

basic helps in, 132-133 
building of, errors to avoid in, 133 
control function of (see Control func¬ 
tion of organization) 


Organization, coordination in, 119 
definition of, 1 16-11 7 

s, departmentalization in. 118-119 

effectiveness of, 184 

e four basic groups of functions in, 118 
full-time management in. 119 

good, two prime objectives of 120- 

, 122 

exerting control, 121-122 
, permitting delegation of authority 

120-121 

, for good customer relations. 277-301 

for good employee relations. 305, 315- 
359 

levels of, 130 

for more efficient management, 115- 
139 

objectives determined for. 117 
pattern of, development of, 127-130 
by careful selection and trainin'* 
129-130 

by delegation of authority suffi¬ 
cient for handling responsi¬ 
bility. 127 

by evaluating progress at stated 
intervals, 129 

by fair compensation, 127-129 
by job description. 127 
as phase of internal control. 599 
policies formulated for, 117-118 
principles of. 116-119 
process of, 116 

for prompt satisfactory service *>89- 
290 

recruiting and training personnel in, 
119 

three major functions of, 122-126 
control, 125-126 
operational, 123-125 
planning, 122-123 
Organization chart, 132 
of controller’s office. 601 
of manufacturing firm illustrating top- 
management personnel, 600 
of treasurer’s office, 601 
Organization efficiency, checking of. 134- 
139 

Overhead cost accumulation procedures, 
509-510 

Overhead service department cost distri¬ 
butions, 510 

Ownership of property, advantages of. 

406 


803 



INDEX 


P/V technique and profitgraph, 587 

590 

Packaging, of new product. 253—256 
study of. 290-291 

Paper work, control of {see Forms; Forms 
control program) 

Paraphernalia insurance, 705-706 
Parcel post insurance, 706 
Partnership, 3 

business considerations of, 8-9 

advantages and disadvantages of, 

8-9 

and corporation, choice between, 20 

21 

incorporation of, 12-14 
tax on, 14 

limited ( see Limited partnership) 
personal-service, 6, 7 
tax considerations of, 9 
termed association, 11 
Partnership property, selling of, 229-231 

Pascal, Blaise, 425. 426 
Patent insurance, 706 
Patents, 53 

advantages and disadvantages oi. 1U/ 
contribution and acquisition of, 106- 
108 

Patronage dividends, 31 
Payroll budget, 567 

Payroll department, internal control 
through, 619-620 

internal-control procedure for, 620 

Payroll procedure, 508-509 
Payrolls, internal control of, 618-622 

through accounting department, 

620-621 

departments affected in, 618 619 
Pension plans, 717-721, 757-758 
financing of, 721 
Percentage Leases, 398 399 
Performance reports. 578-579 
Personal holding companies, 18 
surtax on, 16 

Personal-service partnership, 6. 7 
Personnel, 134 
controls in, 132 

Personnel organization {see Employee-re 
lations department) 

Personnel relations, 120 

Planning, 131-135 

anTTecTTTTTTTTrndilih^^'n'^s, 13U 
short-term, 480-481 


Planning function of organization, 122 
123 

Plate glass insurance, 706 
Policies, company, 318-320, 364 
written, 318-319 

development of, 319-320 
Policy decisions, 130 

and accountant, 416-417 
Policy formulation, 468-470 
Pool, 11 

Population, business, 176-177 
1941-1948, 176 
shift in, 182-183 
Power plant insurance, 706 
Practical Management Research, 135 
Preferred stock, 68-69 

callable and noncallablc, 69 
cumulative and noncumulative, 68, 69 
participating and nonparticipating, 69 
Premium rates for insurance, 685 
based on payrolls, 744 
bringing down, 742-750 
Premiums, minimum, 768 
Price, Waterhouse & Company, 530-532. 

534, 536, 537 
Price standards, 475 
Pricing of product, 256-258 
Pricing policies of competitors, 259-260 

Pricing procedures, 477-480 
Principles of Urban Real Estate, 391, 

393n. 

Prior year figures, 562-563 
Process charts, 662 
Process rates, setting of, 499 -501 
Processing insurance, 706 
Product, 134, 443-444 

for costing, definition of, 493 
design and package of, 251-253 
evaluation of, 295 

marketing of {see Marketing, of prod¬ 
ucts) 

new, packaging of, 253-256 
pricing of, 256-258 
right, 249-258 

Product-costing method, selection ol. 

484-490 

order method, 485-486 
process method, 486-188 
standard-cost method, 488-490 
Product costs, standard unit, computing 

of, 501 

Product development, new. check list tor. 

250-251 . 

preliminary considerations in. -4J 
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Product research, 294—295 
Product unit costs. 460 
Production. 134 
techniques of. changes in. 146 
Production budget, 565-566 
Production costs, control of. and distribu- 
tion costs, difference between. 436 
roduenon methods, improved, study of, 

improvement of, 208 

Productive-department overhead, setting 
of, 499-501 5 

Productive department overhead absorp¬ 
tion cost procedures, 510-511 

roducts-hability insurance, 704, 729- 

^ 393-395 buS ' neSS ’ Iocat!on cost of. 

Profit-and-loss charts, 579, 592 
vs. breakeven charts, 591-592 
rofit-and-loss statement, 149-151 
^roht structure, analysis of, 588 
Profitability, 55 

Profitgraphs, 579, 581, 583, 584 
vs. breakeven charts, 579 

!\ d » / a " agemen t planning, 583-585 
and P/V technique, 587-590 
rojected-earnings statement, 49, 51 
rojections by accountants, 416 
Promotions, 332-333 

OWnersb *P °f> advantages of, 

partnership, selling of, 229-231 
sole proprietor’s, selling of, 231-232 
roperty damage insurance, 706-707 
roprietors, accounting statements to, 422 

sh!p°) rship ’ SOIe (see SoIe pr °p rietor - 
Public^accountant ( seg Accountant, pub- 

Pl b > , ll -i ,5 ontroIs on locations, 395-398 
ouilding codes, 396-397 

eaIt *J, labor ’ Police, and fire regula¬ 
tions, 397 

state and local ordinances, 395-396 
onmg regulations, 395-396 
Pbl'C relations, 120 

c relations organization, inside exec- 
Publ.v ! ^ eS VS ' P ro ^ ess ional counselors, 279 

eov? nS ’ em P lo yee, 341-342 
government, 240-241 

PurrK-> ^ i^ epartment Commerce, 241 
Purchase budget, 568 


Purchase-lease financing, 99, 102-104 
considerations for, 102-104 

Purchasing , 680 

Purchasing-department procedure for in- 

p*™ 1 . contro1 of inventories. 606 
/V technique and profitgraph. 587-590 


Q 


Qualification, 42, 45 
Quantity standards, 474-475 


R 


Radio Manufacturers’ Association, 240 
Radium insurance, 707 
Rain insurance, 707 
Ranke, Leopold von, 42 In. 
Rautenstrauch, Walter, 585n., 59In 
Recapitalization, 110 
Receiving-department procedure for in¬ 
ternal control of inventories. 606- 
607 

Reciprocal exchanges, 731. 732 
Reconstruction Finance Corporation 
(RFC), 423 

loans from, obtaining of, 98. 100-101 
Records, employee, 326 

onginial, of transactions, 504-505 
Recreation, employee, 340-341 

Reference Book of Dun & Bradstreet 
143 n. 

Refinancing, 110 

of debt with stock, 1 10 
Refunding, 1 10 
Remington Rand, 106 
Renting of machinery. 104-105 
Rents insurance, 697 
Replacement-cost insurance {see Depre¬ 
ciation insurance) 

Reporting policy, 729, 749-750 
Reports, annual, 413 
cost, 413^14 
daily. 411 
monthly, 412 

use of, as phase of internal control, 

604-605 
weekly, 411-412 

Research. 270-273 

* 

employee-relations, 354—356 
for expanding sales, improving prod¬ 
uct, and lowering selling costs,- 

270-271 
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Research, marketing (see Marketing re¬ 
search ) 

product, 204 295 

Retail-commercial business, location cost 

of, 386-389 

Retail stores, comforts and conveniences 

in 297-299 

in 207 Indiana towns (1930-1937), 

life span of, 161 

Retailers, customer relations tor, 

301 

Retirement pay, 128-129 
Revenue Act. of 1942, 783-786 
Risk taking synonymous with 
ownership, 162 
Risks in business, avoidance of, 

143-156 

organizing for. 151-152 
check list of, 152-156 

consideration of, 2 1 1 

Roper, Elmo, 369 
Rosenblum, David I., 683n. 

Rowland, Floyd II., 551n., 5j4n., 560n., 

561n., 579n. 


business 


Securities and Exchange Commission, 65- 

67, 423, 429, 591 

Security, 160-163 

in business ownership, 

162-163 

Security holders, accounting statements 

to, 422 

Selected Trade Associations of the U.S., 
240 

Self-expression through business owner¬ 
ship, 165-167 

Self-insurance, 684, 769 

Self-lease financing {see Purchase-lease 

financing) 

Selling force, superior, 296-297 
Selling mechanics, improvement ot, 2Ub- 

209 

Selling- and shipping-department proce¬ 
dure for internal control of mer¬ 
chandise inventories, 

607-610 

Service-department costs, distribution of, 

496-499 
prorated, 504 

Service departments, three types of, 496- 



Safety factors in financing business, 55- 
56 

Safety programs, 336-338 

Safety suggestions for plants. 74b n 

Safeway Stores, 384 

Sales, concentration ot, 203 
forecasting of, 563-564 
Sales analysis as means of control, .60 

264 

Sales budget, 564-565 
Sales Management, 243, 255, -61 
Sales performance, territorial, determin¬ 
ing, 262 

Sales policy, of competitors, 

259-260 

defensible, 258 259 

Sales target, establishment ot, -a.* 

Salesmen, 442-443 
Savings banks, 76 

Scatter-diagram method for determining 
departmental expense, 

575-576 

Schlesinger, M. R , 61, 62 ^ 

Scientific management, 125 
Sears, Roebuck & Company, 71 
Securities, 75 


497 

Service-type business, location cost of, 

393-395 

Seybold, E. G., 583n. 

Shareholder-relations program, getting 
business story across, 368 
overcoming obstacles, 366-367 
{See also Stockholders) 

Sinking fund, 69, 76 

Small Business, House of Representatives 
Select Committee on, 188 
Office of, U.S. Department of Com¬ 
merce, 173, 177 

Senate Sub-committee in, 188 
Smith, Adam, 426 
Smith, Herbert L., 464 
Sole proprietor's property, selling ol, 231 

232 

Sole proprietorship, 3 

business considerations of, 4 

advantages and disadvantages o , 

4-5 

tax considerations of, 5-7 

tax-free conversion of, into corporation, 


/ 

Space, industrial, cost of, "2-393 
Specialization in business, 174-176 
Sprinkler leakage insurance, 707 


806 


INDEX 


Stabilization, rules of, in World War II 
128 

Standardization, 470-471, 474 
of operating conditions, 490-491 

StQte > Regional, and Local Market Indi¬ 
cators, 241 

iSuie taxes affecting business operations, 
41-46 

Statements, breakeven-point 414 
special, 413 
Statistical costs, 523 
Steele, L. B., 254 

s "'ZZ:dz d .‘" 4 «-—• 

Stock, common, 67-70 
conversion privileges of. 69-70 
preferred (see Preferred stock) 

Mock company, 731, 732 
Stock level, minimum, 668 

St ° C 3 h 78 ldCr relations ’ check list on > 375- 

Stockholders, customers as, 74-75 
dealers as, 75 

employees as, 71-72, 372 

five publics, bankers and financial 

analysts, 371-372 
employees, 372 
information to, 370-372 
method of, 372-373 
large investor, 371 
run-of-the-mine, 370-371 
unions and union executives. 372 
information to, kind of, 364-366 
obstacles in, 366-368 
. re asons for, 363-364 
interim reports to, 373-374 

reat, 3 ° 7 g S with > improvement of, 363- 

70 addltlona l common stock to, 

Stores-control check list for manufactur- 

mg concern, 611 

Strikes, 347 

Si^ le -^ Changes in ’ 146 -147 
sidiary, closing down of, 35 

rming of, steps in, 38-40 

t „^ F f ers °/ parent into, 36-37 

Suh^- liquidation of, 35-36 

Sullivan, r £ P A.'; n 5 t 30 latiOnShiP ' 4 °'~ 41 

? Un Company, 71 
Supervision, 130 

Surcharges, 31 


Surgical and scientific instruments insur¬ 
ance, 707 

Surplus, reconciliation of, 149-151 
Surtax, on personal holding companies, 

on unreasonable accumulations, 16-17 
Surtax rates, 57 

Survey of Buying Power,” 241 243 

261 5 

Survey of Current Business, 241 
Syndicate, 3, 1 1 
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Tax advantages, in buying business. 211 
218 

in selling business, 220-233 

Tax considerations, of cooperative. 30 
8 2 

of corporation, 16-26 

for foreign investments, 783-787 

foreign subsidiary vs. branch in, 785 
of joint-stock company. 27-28 
of limited partnership, 26-27 
of partnership, 9 

of smaller units of business, 37-40 
of sole proprietorship. 5-7 
of trust, 28-30 
Tax-free exchange, 35 
Tax returns, 414 
Taxation, 3-4 

affecting insurance, 756-762 
affecting insurance premiums, 759 
affecting insurance proceeds, 760-762 
double, of dividends, 57 
Taxes, affecting financing, 57-65 

state, affecting business operations, 41- 
46 

Taylor, Frederick W., 125, 445 
Tentative Statement of Auditing Stand¬ 
ards, 548 

Term loans, 77—78, 99 
main features of, 78 
Territories, 441—442 
Testing, 284 

Theatrical properties insurance, 707 
Thor Corporation, 264 
Time-sales financing, 97-98 
guide for, 98 

Timekeeping department, internal con¬ 
trol for, 619 
Title insurance, 707 
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Top-management participation in forms 

control program. 639-640 
Trade acceptances, 202 
Trade credit, 78-79 

availability of, factors in, 79 

cost of, 79 

Trade firms, new. capital needs and uses 


Units, single, for business, 34-37 

smaller, division of business into. 37- 
41 

tax considerations of, 37-40 
Urban Land, 395n., 396n. 

Urban Land Institute, 385, 386 


of, 58-60 

Trading on equity, 55 

Trading corporations, Western Hemi¬ 
sphere, 785-786 

Training, 129-130 

of employees. 333-336. 536-537 
Transactions, original records of. 504- 

505 

Transfer for value, 26 

Transfers, requests for, by employees, 

307. 326-327 

Transit floater, shippers’, 707 
Transition areas, 384 

Transportation facilities, importance of, 

in location, 402-403 
Transportation insurance, 707, 730 
Treasury Department. 105 
Trip transit insurance, 707 
Truck leasing, 99, 105-106 
Trundle, George V., Jr., 586n. 

Trust, 3 

business and tax considerations of, 28- 

30 . r 

advantages and disadvantages ot, 

29-30 

and business trust. 29 
Trust funds, common, 11-12 
Tuition fees insurance, 697 
Turnover, high, of employees, 307 

1947 sales per dollar of investment, 

59 





Vacuum Cleaner Manufacturers' As¬ 
sociation. 240 

Valuable-papers insurance, 730 
Valuation, study of, 203 
Vandalism and malicious mischief en¬ 
dorsement, 730 
Ventures, joint, 3, 11, 33-34 
large, 167-168 
Veterans Administration. 85 
Villers, Raymond. 585n., 59In. 

Vinson Act, 423 
Vitclcs, Morris S., 314 
Volume variance, 513-514 
Vouchcrs-payablc cost procedure, j07 



Weaver, Henry, 283 
Wcbb-Pomerenc Act, 775 

Webb-Pomerene associations, functions 

performed by, 776 
three types of, 775 

Wcimer, Arthur M., 391. 393n., 397n. 


Weiss, E. B., 266n. 

Western Hemisphere Trade Corporation, 
' 19. 785-786 . 

Wcstinghouse Electric Corporation, il. 


U 

Underwriting capacity, inadequate, 
causes of. 766-767 

Underwriting laws, multiple-line. 688 
Unions and union executives as stock¬ 
holders, 372 
United Air Lines, 71 
United Drug Company, 74 
United States Census of Manufactures, 

24° 

United States Longshoremen s and Har¬ 
bor Workers' Compensation Act. 736 
United States Steel Corporation. 416. 425 


97 

hat People Want to Know about l our 

Company." 369 f , R9 

olesale business, location cost ot, 

392 

y Industry Moves to the South, 178 
ren, Alexis R., 135 

men's interests, study of, 287--B9 
.ol Products Labeling Act of lw> 

808, 813 

jolworth. F. W., 402 . f 

>rk-in-process control chock list, 
cost-accounting department, 612 
for manufacturing department, 6 
612 
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Work stoppages, 307-308 
Working capital lack of, 144 145 
study of, 207 


Working-capital requirements, 52 
Workmen’s compensation and employers 
liability insurance, 708 
Workmen’s compensation insurance, 730 
World War II, business organization de¬ 
veloped in, 116 


World War II, stabilization rules of. 128 
YY rapping, study of, 290 291 

Y 

Youth market, study of, 289 

Z 

Zoning regulations, 395-396 
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